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ABSTRACT
The inc reas ing  popularity  and ava ilab ili ty  of le a s in g  a s  a 
financing  dev ice  has re su l te d  in management having more ch o ices  as  
to  how it  can  acquire  the u se  of various types  of c ap i ta l  a s s e t s .  
However, th is  av a ilab ili ty  has a ls o  le f t  managem ent in the  position  of 
having to consider  very carefu lly  a l l  of the re lev an t a l te rn a t iv e s  before 
committing large  sums of money.
Both lea s in g  and purchasing  adv oca tes  have been gu ilty  of over­
s im plif ica tion  in  s ta ting  th e ir  c a s e s .  On the  one hand , the a lleged  
advan tages  of renting are  supposed  to  be:
1. The freeing of working c ap i ta l  for more "profitable" u s e s .
2 . The p resen ta tion  to the  l e s s e e  of packaged , convenient 
c o s ts  th a t  a llow  him to budget a p red ic tab le  do lla r  outlay  each  
accounting  period .
3 . The avoidance  o f the  burden of ow nersh ip , and , in part icu la r,  
the  avo idance  of the r isk  of o b so le sc e n c e .
On the o ther hand, the  purchasing  ad v o ca te s  m aintain  tha t  
le a s in g  is  genera lly  a more co s t ly  method of financing the  u se  of 
a s s e t s .  They point out, in  pa rt icu la r ,  tha t  the  in te re s t  ra te  con ­
nec ted  with ren ta ls  is  h igher than  the  ra te  charged by many commer­
c ia l  in s t i tu t io n s  on l o a n s .
v iii
The purpose of writing th is  d is se r ta t io n  is  to  bring toge ther , in 
one s tudy , a ll  of the  many complex v a r ia b le s ,  to  c la s s i fy  them 
properly, and to s e t  down the  various  conditions under which lea s in g  
or purchasing should be undertaken .
There are th ree  main parts  of th is  s tudy . The first in teg ra te s  
c a p i ta l  budgeting theory with the  quantified  v a r ia b le s  in order to 
develop  the proper th eo re tica l  framework for making comparative c o s t  
s tu d ie s .  The second  part c o n ta in s  d e ta iled  d isc u ss io n s  of the many 
n o n -q uan ti ta t ive  va riab le s  th a t  go in to  the  d e c is io n  to purchase  or 
l e a s e .  The fina l part in teg ra te s  the theory developed  and d is c u s s e d  in 
the  f i rs t  two parts  in to  a very appropria te  model, the  computer.
Noted tex tb o o k s , pu b lica tio n s , and p e riod ica ls  in the  f ie ld s  of 
accounting  and finance  were u se d  in th e  p reparation  of th is  d i s s e r t a ­
t io n .  In add ition , a limited number of in te rv iew s were held  and 
w ritten  so l ic i ta t io n s  were sen t  out and rece iv ed ,  a l l  of w hich added 
va luab le  in s ig h ts  to  the m ateria l ga thered  through secondary  so u rc e s .
M anagem ent should f i r s t  determ ine the fe a s ib i l i ty  of inves ting  
in  the  a s s e t .  This can be done with the  aid  o f some of th e  genera lly  
a cc ep ted  cap ita l  budgeting m ethods. If th is  fe a s ib i l i ty  study proves 
p o s i t iv e ,  management should then  make another c o s t  study compar­
ing the  estim ated  p resen t  va lue  c o s ts  of purchasing  for c a sh  and of 
le a s in g .  In some c a s e s  th is  study could  a lso  inc lude  the e s t im ated  
p resen t  value c o s t  of buying the  a s s e t  with borrowed funds.
ix
This seco n d  co s t  study should then  be taken  and , along with 
considera tion  of a l l  n o n -q u an ti ta t iv e  fa c to rs ,  u se d  as  a guide in 
he lp ing  management decide  how to finance  the  needed  fac i l i ty .  If 
the  company p lans  to  keep the  a s s e t  for a period exceed ing  five or 
s ix  y e a r s ,  then i t  i s  en tire ly  conce ivab le  tha t the study w ill show 
lea s in g  to  have th e  higher p resen t  va lue  c o s t s .  The non-quan ti ta t ive  
fa c to rs ,  however, are l ike ly  to favor le a s in g .
If a computer is  expec ted  to have a u se fu l  life  o f th ree  years  
or l e s s ,  it  is  qu ite  probable th a t  leas ing  w ill  show the  lower p resen t  
v a lu e  co s t  and w il l  be the  be tte r  a l te rn a t iv e .  If the u se fu l  life  is  
expec ted  to be longer than  s ix  y e a r s ,  i t  i s  qu ite  probable th a t  pur­
ch as ing  will show the lower p resen t  va lue  c o s t  and w ill be the  be tte r  
a l te rn a t iv e .  If the  use fu l life  is  expec ted  to fall w ithin a four to s ix  
year  period, e i th e r  financing method can  show the  lower p resen t c o s t ,  
depending on the  v a riab le s  th a t  are  co n s id ered . The non-quan ti ta t ive  
fac to rs  can often play a d e c is iv e  ro le  h e re .
x
CHAPTER I
THE NATURE AND BACKGROUND OF LEASING
Although the f inanc ia l  dev ice  ca lled  " leas in g"  is  hundreds of years  
o ld , i ts  ex ten sive  u se  da te s  primarily from th e  end of World War II. From 
1953 to  1957 a lo n e , the  dollar va lue  of equipment under le a s e  in c reased  
from 450 m illion to  1 .5  b il l io n .*  Today, a company w ith  a reasonab ly  
good cred it stand ing  can  le a se  p rac tica lly  every type of c ap i ta l  a s s e t  
th a t  i t  d e s ire s  to u s e .
The rapid  econom ic growth in our so c ie ty  h as  certa in ly  p layed a 
part in  th is  phenomenon. In the ir  rush  to take  advantage  of ra te s  of 
return  of ten  per cen t and over, b us inessm en  have often  been  somewhat 
indifferent to  the manner in which they  acquired the u se  of the ir  a s s e t s .  
The preference has been to obta in  the property r igh ts  in  the  e a s i e s t  way 
p o ss ib le  and w ith  a minimum of immediate c a sh  o u t la y .  If le a s in g  was 
the b e s t  way (and it  undoubtedly w as in  many c a s e s ) ,  th is  w as merely 
in c id en ta l  to  the d e c is io n .  W ith in  the l a s t  few y e a r s ,  how ever, s tu d ies  
have been  made and a r t ic le s  w ritten  a ttem pting to  c larify  the  many 
v a ria b le s  th a t  often baffle the  p rospective  buyer or l e s s e e .  This paper 
hopefully  w ill  add to  the  c la r if ica tio n  p rocess  and bring to ge ther  many 
of the  fac to rs  th a t  have  been  d is c u s s e d  se p a ra te ly .
* Francis T. Krouss, "You Can Rent It -  But Should You?" N.A.A. 
Bulletin, XLI, No. 2 (October, 1959), 73.
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DEFINITION OF A LEASE
A le a s e  i s  a type of con trac t in which one of the p a r t ie s ,  ca lled  
the le s s o r ,  ag rees  to provide the  use  of h is  property for a period of time 
spec if ied  in the  co n trac t .  In tu rn , the u se r  of the  property, ca lled  the 
l e s s e e ,  ag rees  to pay the  le s s o r  a sum of money, e ither  in a s ing le  
payment or in in s ta l lm e n ts ,  depending on the  nature  of the  agreem ent. 
Since a lm ost a l l  l e a s e s  provide for to ta l  p lanned payments to exceed  
the  purchase  price of the  a s s e t  l e s s  sa lvage  v a lu e ,  c e r ta in  a ttrac tiv e  
se rv ice s  must be offered to  the  l e s s e e  to  induce  him to pay th is  extra 
sum.
First of a l l ,  the  l e s s e e  must be granted the right to  defer a portion 
of h is  monetary o u t l a y s .  ̂ This deferment may take  the  form of a s t ip u ­
la ted  se r ie s  of payments for a fixed number of periods or an agreem ent 
to  pay for the  a s s e t  un til  i ts  u se  i s  no longer d e s i r e d .  In g e n e ra l ,  a 
firm may obtain  the u se  of property in one of three  b a s ic  w ay s . The 
firm can  buy i t  outright through th e  use  of equ ity  fu n d s , make u se  of 
borrowed fund s , or u se  what is .o f te n  referred  to  as  ren ted  fu n d s . This 
l a s t  term can  a ls o  be ca lled  le a s in g .  The deferm ent offered by a ren ta l  
con trac t is  unique only if  the o ther a l te rn a t iv e s  involve c a sh  p u rc h a s e s . 
This point w ill  be pursued in d e ta i l  in a la te r  ch ap te r .
2
Richard F. Vancil, "Lease or Borrow -  New Method of A n a ly s i s ,1 
Harvard Business Review . XXXIX, No. 5 (Septem ber-O ctober, 1961), 123.
3
Leasing a ls o  provides a s o -c a l le d  "packaging" se rv ice  th a t  com­
bines ce r ta in  le g a l ,  adm in is tra t ive , and other c o s t s ,  and p resen ts  them
3
to  the  u se r  in  the  form of d e s ig n a ted  le a s e  paym ents , Many of th e s e  
in c id e n ta ls  would not only have to  be borne by an owner but a lso  would 
have to  be handled  se p a ra te ly .
The le s s o r  a ssu m es  a l l  or part of the  r isk  tha t  the  a s s e t  w ill 
become obso le te  . ^ The ex ten t  to  which th is  r isk -b ea r in g  serv ice  is  
rea l  or im agined has been  hotly debated  in  the  p a s t .  A thorough d i s c u s ­
sion  of th is  point will a l s o  be p resen ted  la te r .
TYPES OF LEASES
Although there  are some e x c e p tio n s ,  l e a s e s  can  genera lly  be said
5
to  fa l l  in to  two major c a te g o r ie s ,  opera ting  and f in an c ia l .
The c o s ts  of an operating le a s e  have many of the  c h a ra c te r is t ic s  
of regu lar operating e x p en se s  such  as  the  ou tlay s  made for te lephone 
and gas  s e rv ic e .  U sually  no fixed le a s e  commitment is  involved beyond 
a month, s in ce  upon proper no tice  the  le a s e  can be can ce lled  when 
d e s i re d .  C erta in  types  of autom obile l e a s e s ,  and most typ es  of com­
puter l e a s e s ,  fa ll  in to  th is  ca tego ry . The re sp o n s ib i l i ty  for m ain tenance , 
in su ra n c e ,  and ta x e s  can  fa l l  upon e ithe r  party , depending upon the
^I b id .
^Ib id .
'•’Ib id . , p . 122 .
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term s of the  agreem ent. Under most au to  lea s in g  " n e t - le a s e "  co n trac ts ,  
for exam ple , the l e s s e e  pays a l l  operating c o s ts  and for a l l  p rac tica l 
purposes t re a ts  the  car a s  if he owned i t .  In some c a se s  he is  even 
re sp o n s ib le  for any lo ss  on r e s a le .  The "full m ain tenance" lea se  
offered by car le a s in g  com panies p la c e s  re sp o n s ib ili ty  for a ll  such 
c o s ts  on the  l e s s o r .  This i s  u sua lly  accom panied by a fixed ren ta l 
term of 24 m onths, and in th is  re sp e c t  i t  resem bles  a f inanc ia l  l e a s e .
On the o ther hand m ost computer ren ta ls  include in c id en ta l  c o s ts  and 
a m aintenance serv ice  agreem ent even though th is  type of le a s e  is  
c la s s i f ie d  a s  opera ting .
Because of the  risky  nature of the  operating l e a s e ,  an attem pt is  
made to recoup the  c o s t  of the  a s s e t  a s  quickly a s  p o s s ib le .  The monthly 
re n ta ls  on some au to s  under many n e t - l e a s e  p lans take  into considera tion  
a 2 per c e n t  d ep rec ia tion  fac tor p lus a se rv ice  charge starting  a t  ,65 per 
cen t  of the  unpaid ba lance .®  Monthly ren ta ls  on many computers range 
from 2 per cen t to  2 1/2 per cen t of the to ta l  purchase  p rice . This means 
th a t  l e s s o r s  will recover the ir  c o s ts  and earn a ra te  of return on the  
unpaid ba lance  if_ u se  of th e  a s s e t  i s  made continuously  for a re la tive ly
£
C arl J. F le p s ,  "Evaluation of Automobile Leasing , " F inancial 
E x ec u tiv e , XXXI, No. 9 (September, 1963), 13.
^ Ib id .
®Ibid. , p. 14.
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few y e a r s .  Since they  acc ep t  the  r isk  of immediate c a n c e l la t io n ,  th is  
policy seem s quite  re a so n a b le .
A f inanc ia l l e a s e  has most of the  c h a ra c te r is t ic s  tha t  come to 
mind when the  simple word " le a se "  i s  m entioned. This type o f  le a se  
has  a term of fixed length  and is  n o n -c a n c e la b le .  The periodic pay­
ments defin ite ly  provide for a return  of the investm ent plus in te re s t  on 
the  unrecovered  fu n d s .  The term of the  l e a s e  ex tends  over e ith e r  a ll  
or a major portion of the  econom ic life  of the  a s s e t .  W hile ren ta l  pay­
ments might be arranged to  cover such  th ings a s  m ain tenance , ta x e s ,  
and in su ra n c e ,  most f in a n c ia l . le a s e s  leave  the  re sp o n s ib i l i ty  for th is
Q
to  the  l e s s e e .  M ost agreem ents of th is  type  leave  the  door open to 
the con tinual u se  of the  a s s e t  by the  l e s s e e  even  a fte r  the in i t ia l  term 
has ex p ired . This may take  the  form of e i th e r  a l e a s e  renew al or a pur­
c h ase  op tion . Some com panies have a sp e c ia l  arrangem ent ca lled  a 
" re jec tab le  purchase  offer" under which the  l e s s e e  may, during the 
b a s ic  le a s e  term , offer to  buy the a s s e t  a t  a price th a t  rep re se n ts  the 
amount of the  unrecovered  in v es tm en t.  If th is  offer i s  re fu sed , the 
l e s s e e  may can ce l  o u t . ^
More often than  n o t,  ren ta ls  are f ix ed , with a p o ss ib le  provision 
for reduced  amounts during the  renew al pe riod . As w ill  be shown la te r ,
Donald R. Gant, " Il lus ion  in  Lease F in a n c in g ," Harvard 
B usiness Review, XXXII, No. 2 (M arch-A pril, 1959), 123.
10 Ib id .
th is  la s t  provision  can be po ten tia lly  dangerous from a tax  s tand po in t .  
Many l e a s e s ,  how ever, do provide for the  deter-mination of variab le  
ren ta l  amounts with the  b a s is  being s a l e s ,  ne t incom e, or some other 
fac to r .
It i s  common p rac tice  for some le a s e s  on dep rec iab le  property to 
have a maximum length  of approxim ately  90 per cen t  of the  es tim ated  
economic l i f e .  The other 10 per cen t  rep re sen ts  something of a sa fe ty  
margin in c a se  the  u se fu l  life  i s  shorter than  a n tic ip a te d .
Since a f inanc ia l  le a se  u sua lly  involves a se r ie s  of fixed dollar 
ou tlays for a minimum period of t im e , many a n a ly s ts  equate  it with 
long-term  debt and simply re fe r  to  i t  a s  ano ther (and more costly) means 
of borrowing. This type of le a s e  h as  a ls o  become the  foca l point for 
the  current controversy  over w hether to  " ca p i ta l iz e "  the  fixed ob liga tions 
or continue to  show them in  the  t rad itio na l  footnote m anner. To the 
ex ten t  th a t  the  ba lance  shee t  trea tm ent of long-term, le a s e s  a ffec ts  the 
financing d e c is io n ,  (and there  i s  ample ev idence  th a t  i t  d o e s ) ,  th is  
trea tm ent w ill  be d i s c u s s e d .
LESSOR AND LESSEE RELATIONSHIPS
The le s s o r  re la tio n sh ip  in a le a s e  can  develop  in one of severa l 
w a y s .  F irs t  of a l l ,  the m anufacturer of the  a s s e t  c an  a c t  in th is
■'■■'•John H. M yers , Reporting o fX e a s e s  in  F inancia l S ta tem ents -  
Accounting R esearch  Study, No. 4. (New York: American In s t i tu te  of 
C ertif ied  Public A cco u n tan ts , 1962), 71.
c a p a c ity . U nited Shoe C orporation and IBM are  two prime ex am p les. 12
Leasing com pan ies , to o , have  been  formed in recen t  y e a r s ,  th e ir  sole
serv ice  being to  obtain  sp e c if ic  a s s e t s  for sp e c if ic  l e a s e s .  Banks and
other f inan c ia l  in s t i tu t io n s  often provide the  cap ita l  for such  v e n tu re s .
As a matter of fa c t ,  the l e s s o r  i s  often  a dummy corporation se t  up for
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the  so le  purpose of acting  a s  the  lea s in g  in term ediary . Funds are len t  
to the  dummy corporation  in order to  a llow  it  to  buy the  a s s e t .  The 
property i s  then  le a s e d ,  w ith the  l e s s e e 's  genera l  c re d i t ,  ra ther  than  
the a c tu a l  a s s e t ,  being the  re a l  secu ri ty  for the t ra n s a c t io n .  In e ffec t ,  
the l e s s e e  is  making payments to  the  f inanc ia l  in s t i tu t io n  th a t  len t  the  
funds to  the dummy le s s o r .
Often the owner and le s s o r  of equipment w ill a c tu a lly  be a sub ­
sid iary  of the lessee, particu la rly  when a " sa le  and lea se b ac k "  is  
invo lved . The a s s e t  in q u es tio n  might be sold a t  a g a in  and then  
le a se d  back  with ren ta ls  s e t  a t  the  appropria te  amount to  allow the 
a s s e t  to  be recovered  in  a  period of time shorter than  the  to ta l  term of
the l e a s e .  To the  ex ten t tha t  the  s a le s  price w as above m arket, th is
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would rep re sen t  an  unsecu red  loan  from the  le s so r  to  the l e s s e e .
The advan tages  of such  an arrangem ent are  obvious once the  
app licab le  tax  law  is  u n ders too d . In th e  normal course  of b u s in e ss
12I b i d . . p .  75.
^ G a n t ,  o p . cit_., p .  125.
14 M yers, o p . c i t . , p .  77.
opera tions a company will often buy and s e l l  ce rta in  a s s e t s  th a t  are  not 
c la s s i f ie d  a s  e ith e r  b u s in e ss  property or property held  for sa le  to 
custom ers . These item s are ca lled  c ap ita l  a s s e t s  . Two outstanding 
exam ples are: (1) bonds a n d /o r  s to ck s  held  a s  e ither  a temporary or 
permanent inves tm en t,  and (2) v a ca n t  rea l  e s t a t e .  If property of th is  
type is  held for a period of time exceeding  s ix  m onths, i t  can then  be 
sold and the  tax  on any gain  w ill  be lim ited to 25 per cen t .
However, the  de fin ition  of c a p i ta l  a s s e t s  does not include dep re ­
c iab le  b u s in e ss  property , a t  l e a s t  from a tax  s tandp o in t .  Therefore, the 
sa le  of property such  a s  th is  would ordinarily  r e su l t  in  the  gain  being 
taxed  a t  the  regular corporate  ra te ,  which i s ,  of c o u rse ,  higher than  25 
per c e n t .  Fortunately  for the b u s in essm an , a sp e c ia l  sec tion  of the 
tax  law a llow s re l ie f  from th is  p o ss ib le  burden. C erta in  depreciab le  
a s s e t s  u se d  in  the  ta x p a y e r 's  trade or b u s in e ss  can be t rea ted  in  the 
following manner if  they have been held  for longer than  s ix  months:
1. If the  sa le  of a l l  such  "Section 1231" a s s e t s  r e su l ts  in a net 
g a in ,  the  tax  ra te  app lied  to  th is  ga in  will be 25 per c e n t .  This means 
th a t  for a l l  p rac t ic a l  purposes the properties sold  are trea ted  a s  if they 
are c ap ita l  a s s e t s .
2 . If the  s a le  of a l l  su ch  "Section 1231" a s s e t s  re s u l ts  in a net 
lo s s ,  the  ordinary ta x  ra te s  can  be app lied  to  th is  lo s s .  The e ffec t of 
th e s e  t r a n s a c t io n s ,  th en ,  is  to  t re a t  the  item s a s  if  no Section 1231 
e x i s t e d .
The tax  law , of c o u rse ,  i s  more complex in  i ts  app lica tion  than 
the  preceding paragraph im p lie s .  In g en e ra l ,  however, th is  feature 
of the  law encourages the  owner of dep rec iab le  property to  s e l l  h is  a s s e t  
and im m ediately l e a s e  i t  b a ck .  The profit i s  considered  a c ap i ta l  gain  
and is  taxed  a t  a 25 per cen t  r a te ,  the  sa le s  proceeds are employed in 
the  b u s in e s s ,  and th e  en tire  amount of le a se  re n ta ls  are  tax  d edu c tib le .  
D esp ite  th e se  apparen t advan tages  connec ted  with a sa le  and le a se b a c k  
arrangem ent, there  has been a recen t change in  the tax  law which n u l l i ­
f ie s  some of the  cap ita l  gain  trea tm ent previously  afforded to  the  tax payer .  
The gain  on the  sa le  of a "Section 1231" a s s e t  must have sub trac ted  from 
i t  any dep rec ia tion  taken  on the  property s ince  1961. Only the  rem ainder 
of the ga in  can then  be taxed  a t  the  25 per cen t  r a te .  Assum e, for 
exam ple , th a t  the  a s s e t  in question  w as sold a t  a gain  of $10,000 and 
tha t  $5 ,000  in  dep rec ia tion  charges  had been taken  on th a t  a s s e t  s ince  
1961. This means th a t  only $5 ,000  of th a t  profit can be trea ted  a s  if  it  
were a cap ita l  g a in .  The other $5 ,000 would be su b jec t  to  ordinary tax  
r a t e s .
It is  often be lieved  th a t  s ince  the  leas ing  operation does  not 
involve ow nersh ip , the  a s s e t  a lw ays reverts  back  to  the  le s s o r  upon 
term ina tion . This i s  not n e c e s sa r i ly  t ru e .  The con trac t can conta in  
l e s s e e  term ination r igh ts  ranging a ll  the  way from nothing to  the right to 
take  t i t le  to  the  a s s e t .  A ctually , the  l e s s e e  w ill  probably have major 
term ination  r igh ts  if  the  ren ta l  paym ents come c lo se  to  the  sum of: (1) the
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value  of the a s s e t  a t  the  beginning of the  l e a s e ,  and (2) a fair  return 
on the  l e s s o r 's  unrecovered  c o s t . ^
SUMMARY
In summary, th en ,  i t  can  be sa id  th a t  leas ing  a s  an a lte rna tive  
method of f inanc ing  the  u se  of needed  cap ita l  a s s e t s  i s  in c reas ing  in 
popularity . The q ues tion  of w hether a company should buy or le a s e  can 
be rephrased  and s ta te d  in  th e s e  terms: Under what conditions should a 
company buy and under what conditions should i t  l e a s e ?
The rem aining part of th is  study con ta in s  a ttem pts to  answ er th ese  
q u e s t io n s .  C hapter II con ta ins  the  th eo re tic a l  groundwork for cap i ta l  
budgeting and the  appropria te  techn iques  to  u se  in  quantify ing the  le a se  
v s .  purchase  ev a lu a t io n .  Chapter III has  d is c u s s io n s  of the  q u a n ti ta ­
t ive  v a r ia b le s  and the  re la tiv e  importance of each  one of th e s e  v a r ia b le s .  
C hapter IV c o n ta in s  an a n a ly s is  of the key no n -q u an ti ta t iv e  f a c to r s . 
C hapter V, with the  background and techn iqu es  developed  in  C hapters I-  
IV, provides information th a t  is  n e c e ssa ry  to  ev a lu a te  the u su a l  p lans 
for the  financing of computer equipm ent. H ere , some em phasis  i s  
p laced  on w ays in  which the  eva lua tion  of computers d iffer, i f  any , 
from eva lua tion  of o ther a s s e t s .  C hapter VI i s  something of a d ig re s ­
s io n ,  but one which should be u se fu l .  An a n a ly s is  of the  various
15
I b i d . , p . 72.
fac to rs  tha t  determine a governm ental u n i t 's  financing d ec is ion  is  m ade. 
F inally , Chapter VII has  the  a u th o r 's  summary and conclusions  and 
ce r ta in  recom m endations.
CHAPTER II
UNDERLYING CAPITAL BUDGETING 
THEORY AND TECHNIQUES
The purpose of th is  chap ter is  to  in troduce the  reader  to ce rta in  
particu la r top ic  a re a s  so th a t  the  techn iques  th a t  are employed in la te r  
chap ters  w ill  be more fully unders tood .
The b a s ic  theory  underlying the  eva lua tion  of proposed cap i ta l  
expend itu res  r e s t s  on severa l a s s u m p t io n s . Two of the  most important 
are: (1) th a t  i t  i s  p o ss ib le  to  make a reaso n ab le  e s t im a te  of increm ental 
c a sh  flows th a t  w ill  be genera ted  a s  a re su l t  of the  u se  of an add itional 
c a p i ta l  a s s e t  or group of a s s e t s ,  and  (2) th a t  a se r ie s  of added revenues 
or c o s t  sav ings  to  be rece ived  in  the  future h as  a sm aller  p resen t value 
now . In o ther w ords, a do llar  guaran teed  to u s  in  the  future is  worth 
l e s s  a t  the p resen t  time b ecau se  of a t im e-v a lu e  of money.
The f i r s t  of th e se  con ten tions  is  w idely accep ted  but n ev er th e less  
is  open to  some c h a l le n g e .  C erta in ly  firms an tic ip a te  some type of 
po s it iv e  c a sh  flow factor a s  a re s u l t  of the ir  inves tm en t or they  would 
not make the  in v es tm en t.  However, i t  would seem d iff icu lt  a t b e s t  to  
pinpoint with certa in ty  a do lla r  figure th a t  w il l  be added to  revenues  or 
cu t from c o s ts  simply a s  the  re s u l t  of an add itiona l cap i ta l  a s s e t .  All 
a s s e t s  contribute  in  an in term ingled sort of way to a l l  the  profits  earned 
by a firm and i t  i s  u su a l ly  im possib le  to  te l l  which group contributed 
what per c e n t .  Some es tim ate  i s  b e tte r  than  no e s t im a te ,  how ever,
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and some of the  more recen t l i te ra tu re  con ta ins  su ggestions  th a t  a range 
of c a sh  flows should be p ro jec ted  in s te a d  of a sing le  do llar  f igure . The 
term c ash  flow may refer to  e i th e r  a p re - ta x  or an a f te r - ta x  f igure .
C ash  flow before income tax es  refe rs  to  in c re a sed  revenue (if any) le s s  
in c re a sed  e x p e n s e s ,  excluding  dep rec ia tion  charges and income ta x e s .  
Often c a sh  flow can  be generated  a s  the  re su l t  of c o s t  sav ings when no 
change in  revenue is  a n tic ip a te d .
The second  assum ption  th a t  money has time va lue  is  certa in ly  a 
reaso n ab le  o n e . If a firm cannot employ co n s tan tly  i t s  funds at a p o s i­
t ive  ra te  of re tu rn , then  there  i s  some question  a s  to how long it  will 
s tay  in  b u s in e s s . W hat has often  been debated  is  the manner in  which 
the  p resen t  va lue  of a se r ie s  o f  c a sh  flows in the  future is  de term ined. 
This point w ill  be d is c u s s e d  a t  length  la te r  in  th is  chap te r .
ECONOMIC LIFE
Before a company s ta r ts  to  employ the  trad itiona l  c ap i ta l  budget­
ing techn iq ues  on i t s  proposed in ves tm en t, i t  must f irs t  make an 
es t im ate  of the  econom ic life  of the  p ro jec t .  Economic life  has  been 
defined in many w a y s ,  and , here a g a in ,  a g rea t dea l  of sub jec tiv ity  
is  invo lved . G enera lly , i t  i s  thought to  be the  expec ted  duration of 
the earn ings stream  genera ted  by the  a s s e t  or p ro jec t.  * There is  a
^Gordon S h il l ing law , C o st  Accounting -  A nalysis  and Control 
(Homewood, I l l in o is :  Richard D . Irwin, I n c . ,  1961), p . 545.
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point tha t  w il l  even tually  be reached  where the  p resen t  va lue  of the 
expec ted  c a s h  flows w ill  be l e s s  than the  es tim ated  d isp o sa l  va lue  of 
the  a s s e t .  When th is  point is  reached , the  a s s e t  should no longer be 
re ta in e d .  The point a t  which th is  d ec is io n  is  reach ed , of c o u rse , is  a 
m atter of ind iv idual judgm ent. The proper d is t in c tio n  to  be made here 
is  th a t  the re  i s  a difference betw een techno lo g ica l  and economic o b so ­
l e s c e n c e .  Technological o b so le sc e n c e  occurs when a new a s s e t  comes 
along th a t  w il l  perform fa s te r  a n d /o r  more e ff ic ien tly  than  the  one now 
in  ope ra tion . Economic o b so le sc en c e  occurs w hen, a l l  th ings co n s id ­
e red , i t  i s  to  the com pany 's advan tage  from a c o s t  o r profit s tandpoint 
to  make th e  ex change . Technological o b so le sc en c e  often c a u se s  firms 
to  buy new m ach ines . Economic o b so le scen ce  should cau se  th is  
change , and econom ic life  is  the  in te rva l betw een a cq u is i t io n  and the 
time when econom ic o b so le sc en c e  o c c u rs .
A CAPITAL BUDGETING ILLUSTRATION
For i l lu s tra t iv e  p u rp o ses ,  a ssum e th a t  a firm is  contem plating 
the  acq u is i t io n  of a dep rec iab le  a s s e t  which should , according  to b e s t  
e s t im a te s ,  cu t operating c o s ts  by approxim ately $20,000 a y e a r .  The 
machine should  l a s t  about 10 y ears  a t  which point economic o bso ­
le s c e n c e  w ill  se t  in .  The c o s t  is  $100 ,000 , with no e n d -o f- l i fe  
sa lvage  va lue  e x p ec ted .
2Ib id . . p. 546.
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Two p o ss ib le  methods th a t  might be employed to  determine
w hether the a s s e t  w il l  provide a sa t is fac to ry  return are: (1) the  e x c e ss
3
p resen t  va lue  method, and (2) the  t im e -a d ju s ted  ra te  of return method. 
Page 16 has an  i l lu s tra t io n  of both of th e s e  m ethods. A tax  ra te  of 50 
per cen t and s t ra ig h t- l in e  d ep rec ia tio n  is  a ssu m ed . As can be se e n ,  
both methods give management a va lu ab le  guide in helping to  make the 
proper inves tm ent d e c is io n .  Under the e x c e s s  p resen t value method a 
su b jec tiv e  judgment i s  made a s  to  the proper ra te  to  u se  in  d iscoun ting  
the  c ash  f lo w s. If the  p resen t va lue  of the e s t im ated  a f te r - ta x  c a sh  
flows is  le s s  than  the  a c q u is i t io n  p r ice , th is  c re a te s  a negative  factor 
in  the  d e c is io n  p ro c e s s .  If the  opposite  i s  tru e , a positive  fac tor is  
p re se n t .  The t im e -a d ju s te d  ra te  of return m ethod, while ca lcu la ting  a 
de fin ite  r a te ,  s t i l l  le a v es  to  managem ent the  cho ice  of deciding w hether 
th is  ra te  is  su ff ic ien t .
There are other assum ptions  here worth m entioning. If operating 
e x p en se s  are reduced in  the  nex t 10 y e a r s ,  tax  w ill have to  be paid on 
the  extra ne t income le s s  the increm ental deprec ia tion  resu lting  from 
the  c ap i ta l  a s s e t  a c q u is i t io n .  Thus the  a fte r  tax  c a sh  flow is  the 
figure th a t  must be d iscou n ted  s in ce  th is  is  w hat w ill  be av a ilab le  to 
managem ent in  future y e a r s .  The assum ption  is  u sua lly  made th a t  the 
c a s h  flows accrue  even ly  throughout the  y e a r .  This i s  not l ik e ly  to be
^IbidL , p . 538.
ILLUSTRATION I
E xcess P resen t Value Method
(1) (2) (3) (4)
Tax on (5) (6)
Before-Tax D epreciation C ash After-Tax Presen t
C ash Tax Difference Flow C ash Value
Years Flow Deduction (1) -  (2) @ 50% Flow @ 10%
0 -$100 ,000 -$100 ,000 -$100 ,0 00
0-1 + 20,000 $10,000 $10,000 $5,000 + 15,000
1-2 + 20,000 10,000 10,000 5 ,000 + 15,000
2-3 + 20,000 10,000 10,000 5,000 + 15,000
3-4 20 ,000 10,000 10,000 5,000 + 15,000
4-5 + 20,000 10,000 10,000 5,000 + 15,000 94,819
5-6 + 20,000 10,000 10,000 5,000 + 15,000
6-7 + 20,000 10,000 10,000 5,000 + 15,000
7-8 + 20,000 10,000 10,000 5,000 + 15,000
8-9 + 20,000 10,000 (—
1 o o o o 5 ,000 + 15,000
9-10 + 20,000 10,000 10,000 5,000 + 15,000
-$  5 ,181
Years
T im e-ad iusted  Rate of Return Method
After-Tax Presen t P resen t 
C ash  Value Value 




0 -$100 ,000  -$100 ,000 -$100 ,000 -$100 ,000
0-10 + 1 5 .0 0 0 /v r .  + 94,819 + 98 ,904 + 103,253
-$ 5,181 -$ 1,096 +$ 3,253
The ra te  of return appears  to  be about 8 .7% .
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the  c a s e .  The in troduction  of a new m achine, for exam ple, can  genera te  
c o s t  sav ings  a t  sev era l  d isc re te  poin ts  in  the  econom ic life  of th a t  
a s s e t .  It a ls o  seem s d iff icu lt  to  assu m e  th a t  th e  same do lla r  amount of 
c a sh  flows w ill  acc rue  e ac h  y e a r .  If the  u se  of b e tte r  fa c i l i t ie s  r e s u l ts  
in an  increm ental revenue increa-se the f i r s t  y e a r ,  then the  improved 
s i tu a t io n  in w hich the  company finds i t s e l f  might be a b a s is  for an  even  
bigger revenue exp ec ta tio n  the  next y e a r .  However, a l l  of th e s e  e x p e c ­
ta t io n s  are problem atical; a lthough th e s e  assu m ptio ns  may be somewhat 
u n re a l is t ic ,  they  appear good enough to  u se  for e s t im a te s .
After th is  a n a ly s is  i s  f in ished .m anagem ent h a s ,  a s  mentioned 
p rev ious ly , a very  va luab le  guide to  .the inves tm en t d e c is io n ,  probably 
the b e s t  one a v a i la b le .  However, i t  i s  a ls o  e a s y  to  see  th a t  by changing 
ce r ta in  a ssum ptions  a d ifferent conc lusion  could be draw n. A ccelera ted  
dep rec ia tion  could  be u se d  in s te a d  o f  s tra ig h trd in e ,  the  d isco u n t ra te  
could be low ered , a s l ig h tly  d ifferen t se r ie s -o f -c a sh  flows could be 
a ssu m ed , or an e n d -o f- l i fe  sa lvage  va lue  could be a ssu m ed .
THE DISCOUNT RATE
One final point rem ains to  be d i s c u s s e d ,  the  manner in  which the  
d isco un t ra te  is  de te rm ined . This is  the  ra te  th a t  w as u se d  in I l lu s t ra ­
tion  I on page 16 to  arrive  a t  the  p resen t  va lue  of th e  e s t im a ted  a f te r ­
tax  c a sh  f lo w s . Too l i t t le  a tten tio n  h a s  been paid  to th is  m atter in 
previous l i te ra tu re ,  an  overs igh t which seem s to  th is  au thor to  be
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sig n if ic an t .  The q ues tion  of w hat ra te  to  u se  has  re levance  not only for 
the  inves tm ent d e c is io n  bu t, a s  w ill  be se e n  la te r ,  the  financing d e c i ­
sion  a s  w e ll .
Three d ifferent amounts have  been given varying degrees of 
support a s  the  proper rate, to  u s e .  Some say  th a t  the  ex p lic i t  co s t  of 
debt is  a  c lo se  enough gauge . This has  a g rea t  d ea l  of p rac t ic a l  ap pea l  
to b u s in e ssm e n , particu larly  th o se  who re ly  heav ily  on borrowed funds.
It  i s  an  o b jec tiv e ,  determ inable-am ount th a t  can u su a l ly  be a sce r ta in ed  
e ither  from the  market p lace  or from a com pany 's  own ex p er ien ce . The 
ra tio na le  genera lly  u se d  i s  th a t  i f  the  ne t  c a sh  flows are p o s i t iv e ,  using  
the  c o s t  of deb t a s  the  d iscoun t r a te ,  the  investm ent is  w orthw hile . The 
company can  employ borrowed funds a t  a g rea te r  ra te  of return  than  the  
cos t  of th e s e  fund s .
There is  an appea l  of s im plic ity  th a t  accom pan ies  th is  m ethod, but 
i t  overlooks a very important po in t.  A company a ls o  makes u se  of equity  
funds and th e s e  funds a ls o  have  a c o s t .  If extra, deb t i s  incurred , th is  
in c re a s e s  the c o s t  of equ ity  c a p i ta l  s ince  i t  p laces  further re s t r ic t io n s  on 
the  firm. Equity c a p i ta l ,  in o ther w ords , becom es harder to  acquire  and 
an extra, premium must be paid to  ge t i t .  On the other hand , the  i s su a n c e  
of add itiona l common stock  w ill  supposed ly  lower the  deb t c o s t  s ince  i t  
p rovides a larger equity  cush ion  for the  c re d i to rs .
The a ccep tan ce  of th e s e  two propositions lea d s  to  the  conclusion  
tha t  th e  long-run  c o s t  of acquiring  funds l ie s  somewhere be tw een the  c o s t
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of debt and equity  c a p i ta l .  This ra te  i s  commonly referred to a s  the  c o s t
of c a p i ta l  and is  the  one tha t  many fee l  i s  proper to  u se  in d iscounting
c a sh  f lo w s. Many a ttem pts  have  been made in the  l ite ra tu re  to  define
and quantify  ex p lic i t ly  th is  r a te .  P rofessor Bierman in  one of h is  books
s e ts  forth what he co n s iders  to  be i t s  proper l im i t s . I t is  higher than
the  s ta te d  in te re s t  c o s t  b ecause  in c re a sed  deb t adds to  the  equity  c o s t .
It  is  l e s s  than  the  c o s t  of common s tock  b ecause  more of th is  type of
4
money d e c re a se s  the  return  th a t  has  to  be paid  to  c red i to rs .
P rofessor Horngren, on the  o ther hand , has  attem pted to  give a 
quantif ied  exam ple of the  ca lcu la t io n  involved  in  arriving a t  a per­
c e n ta g e .^  According to  h is  a n a ly s i s ,  the  co s t  of cap ita l  could be
g
computed by tak ing  four e lem ents  in to  considera tion :
1. The a f te r - ta x  ra te  of in te re s t  on long-term  d e b t .
2 . The d ividend ra te  on preferred s to c k .  Since preferred stock  
is  en ti t led  to  only a s t ip u la ted  re turn , i t  can be trea ted  e s s e n t ia l ly  the 
same a s  d eb t.
3. C ost  of common s to c k —the  es t im ated  future a f te r - ta x  average 
earn ings per share  d iv ided  by the  present-m arket v a lu e .
4
Harold Bierman, J r . ,  Topics in  C o s t  Accounting and D ec is ions  
(New. York: M cG raw -H ill Book Company, I n c . ,  1963), p .  134.
^C harles  T. Horngren, C o s t  Accounting -  A M anageria l Emphasis 
(Englewood C lif fs ,  New Jersey : P re n t ic e -H a l l ,  I n c . ,  1962), p p . 613- 
615.
61 b id .
4 . C ost of re ta ined  e a rn in g s—the es t im ated  future a f te r - ta x  
average earn ings per sh a re ,  E, tim es 100 per cent l e s s  s tockho lders ' 
average person al tax  r a te ,  T, d ivided by the p resen t market v a lu e ,  M. 
Using the above n o ta t io n s ,  th is  ca lcu la t io n  i s  e x p re ssed  in the  fo llow -
p  ( l  r \ r \  _  i t i \
ing equation  form: — 1----------L . The reason  for sub trac ting  the
M
stockh o lde rs ' pe rso nal  ta x  rate, i s  th a t  th is  rep re sen ts  the amount of 
tax  they  would have to  pay on the  d iv idends i f  the  earn ings were not 
re ta ined  by the  firm .




Source Total Equity C ost W eights
Long Term Debt 40% 3.0% 1.20%
Preferred Stock 10% 6.0% .60%
Common Stock 30% 12.0% 3.60%
Retained Earnings 20% 8.4% 1.68%
7.08%
Accepting th is  p rem ise , th en ,  means tha t  a l l  a n tic ip a ted  inves tm en ts  
would have  th e ir  c a sh  flows d iscoun ted  a t  the  c o s t  of c a p i ta l .  Since 
th is  figure rep re se n ts  the c o s t  of long-term  fu nds , it  i s  the  minimum 
rate  th a t  a firm must earn  on employment of re s o u rc e s .
^ Ib id .
The advantage  of u s in g  th is  ra te  i s  read ily  ap paren t.  Regardless 
of w hether a company u s e s  debt or equity  cap ita l  to  f inance i ts  p ro jec ts ,  
i t s  o v e r -a l l  c o s t  of acquiring th e s e  funds is  the c o s t  of c a p i ta l .  This is  
true b ecau se  the  particu lar  type  of financing plan used  w ill  a ffec t the  
c o s t  of obtaining other fu nds . This ra te  is  often referred to a s  the
o g
borrowing or f inancing  ra te .  The determ inants of th is  ra te  are not easy  
to  define s ince  i t  i s  in fluenced  in part by what in ves to rs  th ink of the  
com pany 's  growth p o ten tia l ,  re la tiv e  r i sk ,  an tic ip a ted  dividend policy 
and o ther similar-dihings. 10 Thus the  ra te  fo llow s, in pa rt ,  the  whims 
of the  people  who have the  money to  in v e s t .
There is  s t i l l  a third  ra te  th a t  is  strongly  defended a s  the proper 
one to  u s e .  Since every firm h as  open to  it  a number of investm ent 
p o s s ib i l i t i e s ,  th is  means th a t  every investm ent d ec is io n  h as  an oppor­
tun ity  c o s t .  This co s t  i s  the  b e s t  ra te  of return  th a t  could be earned  on
a lte rn a tiv e  inves tm en ts  of sim ilar r i s k .  It i s  som etim es referred to  a s
19 1^the  opportunity* or lending ra te .
8Ibid .
Q
Roy C . S a tch e ll ,  "F a llac ie s  in  C ap ita l  Investm ent D e c i s i o n s , " 
F inancia l E xecu tiv e , XXXIV, N o. 8 (August, 1966), 38.
•'•^William D. M cEachron, "Leasing: A D iscounted  C ash-F low  
A pproach ,"  The C ontro ller, XXIX, No. 4 (April, 1961), 214.
Ib id .
12 S a tch e ll ,  _op. c i t . , p .  .38...
1 ^Horngren, jop. c i t . , ,p. ,615.
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T heore tica lly , the  c o s t  of c ap i ta l  and the  opportunity ra te  could 
be the  sam e. The o v e r -a l l ,c o s t  of obtain ing  funds could be the  best 
ra te  th a t  both th is  company and other in v es to rs  would be ab le  to ea rn .  
T hus , inves to rs  would be w illing  to  a c c e p t  the  ra te  th is  company paid 
for the ir  c ap i ta l  s in ce  they  could do no b e tte r  e lsew h ere  on sim ila r  r isk  
s e c u r i t ie s .  L ikew ise , s ince  the  firm could  do no b e tte r ,  i t  would be 
w illing  to  u se  the  c o s t  of c a p i ta l  to  d isco u n t future c a sh  f low s.
There i s  something inheren tly  wrong, how ever, with the  assum p ­
tio ns  made in  the previous paragraph . Inves to rs  in th is  company may 
be perfec tly  w illing to  a c c e p t  a. ce rta in  long-run  ra te  of return (cos t of 
c a p i ta l  to  u s ) .  H ow ever, our opportunity  ra te  could be and probably 
would be d ifferent s ince  our a l te rn a t iv e s  involve in v e s tin g ,  not in  our 
own com pany, but in  other ven tu res  where the  r isk s  are d ifferen t.
The opportunity ra te ,  th en ,  i s  l ike ly  to  be d ifferent and probably 
higher than  the  financing  r a t e . The-argument most often  advanced  for 
u s ing  the  former ra te  is  th a t  any given in v es tm en t should y ie ld  a return 
a t  l e a s t  a s  g reat a s  the  b e s t  a lte rn a tiv e  a v a i la b le  for s im ila r r isk  
in v e s tm e n ts . If the  proposed cap i ta l  a cq u is i t io n  does not meet th is  
s tan d a rd , i t  should not be made reg a rd le ss  of the  c o s t  of the  fund s . 
Since o ther in v es to rs  w ill  presum ably have  the  same opportun ities  as  
our company, the  profit goa ls  should be no lower than  the  ra te  of return 
they  could earn in the  market p la c e .  Supposedly  our company could 
earn  th is  minimum r a t e .
1 ̂ Satchell,  o p . c i t . , p . 38.
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Opponents of the  u s e  of the opportunity ra te  argue th a t  i t  is  too 
hard to  define and apply in  a c tu a l  p ra c t ic e .  Although there  is  probably 
tru th  in  th is  o b se rv a tion , i t  has  been pointed out by some tha t a t  
le a s t  a floor can  be p laced  on the  proper amount. This floor would be 
the  ra te  of return av a ilab le  on the firm 's equ ity  c a p i t a l . ^  This i s  simply 
the  c o s t  of equity  c a p i ta l  and rep re se n ts  a component of the  to ta l  c o s t  of 
c a p i ta l .  A po ten tia l  investm ent would have to  m eet th is  minimum rate  
reg a rd le ss  of the  source  of the fund s .
There i s  som ething to  be sa id  for using  the  opportunity r a te .  If 
th is  ra te  is  larger than  the  co s t  of c a p i ta l ,  then  an elem ent of co n serva ­
tism  i s  in troduced in to  the  a n a ly s is  by requiring the  investm ent to 
adhere to  a more rigid s tan d a rd .  Reference is  made to the  previous 
num erical i l lu s tra t io n  on page 16. If the  financing ra te  were 8 per cent 
and th e  opportunity ra te  10 per c en t ,  th e  p rospective  in v es to r  might come 
to d ifferen t conc lu s ions  on the  re la tiv e  fe a s ib i l i ty  of the  p ro jec t,  
depending  on w hich ra te  he  u s e d .  A lower opportunity ra te  would seem  
to  ind ica te  th a t  inves tm en t p o s s ib i l i t ie s  .are down in g e n e ra l .  Under 
th e se  cond itions i t  i s  probable tha t the  u se  of the  financing ra te  would 
re s u l t  in  ne t negative  c a sh  f lo w s .
The nex t chap ter  w ill  develop  conditions under which some of the 
d ifferent ra te s  ju s t  d i s c u s s e d  can be u s e d .
•^I b i d . , p .  148 .
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THE LEASING ALTERNATIVE
The previous d isc u ss io n  on the co rrec t rate  to  u se  now comes in to  
sharper focus when the  le a se  v s .  a c a s h  purchase  i s  d i s c u s s e d .  As 
pointed out e a r l ie r ,  a  le a se  invo lves  a s e r ie s  of future o u t la y s ,  the 
p resen t va lue  of which is  sm aller  than  the  arithm etic  sum of these  o u t­
la y s .  It i s  common prac tice  to  d iscoun t th e se  l e a s e  amounts at some 
rate  in order to  arrive  a t  the  p re sen t  va lue  e q u iv a len t .  This figure i s  
then compared to  th e  amount of the  immediate c a sh  p u rc h a se .  The r e s u l t ,  
a s  in th e  case  of the  inves tm ent d e c is io n ,  a ids  th e  company involved in 
choosing  the co rrec t a l te rn a t iv e . As w ill  be pointed out in  the  next 
ch ap te r ,  th is  method is  som ething of an o v e r-s im p lif ic a t io n .  For the  
p re sen t ,  how ever, i t  w ill be considered  briefly .
W ith a d isc o u n t  ra te  of zero , the p resen t v a lu e  of a se r ie s  of
le a se  paym ents i s  the  abso lu te  do llar  sum of the  o u t la y s .  This amount
is  undoubtedly  la rger  than the  c a sh  price  of the a s s e t .  As the  rate goes
1 fiu p , the  p resen t va lue  becom es l e s s  and l e s s .  This c re a te s  a sm aller 
burden on the u s e r  s ince  the p o s s e s s io n  of the funds a llow s the company 
to  earn  a rate  of return  and in c re a s e  th e ir  ho ld in gs . At some positive  
d isco u n t rate  the  p resen t  v a lue  of the  lea se , paym ents are  equal to th e  
imm ediate outlay; above th a t  ra te  a q u an ti ta t ive  fac to r  in  favor of le a s in g  
would e x is t .
1 fiBierman, oja. c i t . , p .  148. '
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Expansion of the  previous inves tm ent exam ple (on page 16) w ill  
i l lu s t ra te  th is  po in t. Assume th a t  a company has  two financing  
cho ices ;  i t  can  buy the a s s e t  for $100,000 or l e a s e  i t  for t e n  y ears  a t  
a  yearly  ra te  of $15,000 payable  in advance  each  y e a r .  The following 
il lu s tra t io n  shows the  re s u l ts  a t  se v e ra l  a ssum ed  ra te s  of d isc o u n t.  As 
can  be s e e n ,  a p resen t va lue  ra te  s ligh tly  above 10 per c e n t  would equate  
the  le a s e  and purchase paym ents . All ra te s  above th a t  tend  to  favor the  
l e a s e .
ILLUSTRATION III 
At an  Assumed Rate of Zero




Lease  Paym ents for ten  years $150,000
At an Assumed Rate of 6%




Lease  Paym ents for ten  years $117,030
At an  Assumed Rate of 10%




L ease  Payments for ten  y ears $101,385
At an  Assumed Rate of 12%




Lease  Payments for ten  y ears $ 94 ,920
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On th e  o ther  hand , w ith a g iven  d iscoun t ra te  the  d ec is io n  ten d s
17to  favor buying a s  the es t im ate  of econom ic life  goes u p . This i s  
shown in the  following i l lu s t ra t io n .  The assum ed  d iscoun t rate  i s  10 
per cen t  and le a s e  payments are made a t  the beginning of the  period .
This system  of a n a ly s is  h a s  led  to  a theory w hich  s t a t e s ,  a s  a genera l 
ru le ,  tha t if  th e  machine i s  to  be u se d  for a re la tiv e ly  long period of 
time buy i t ,  o th erw ise , l e a s e  i t .  This idea  i s  ac tu a lly  an oversim plifi­
ca t io n  of the whole problem and i t  w ill  be exam ined further in C hapters  III 
and IV.
ILLUSTRATION IV
Assumed Economic Life of Five Years
Buy Lease
C ash  Purchase  $100,000
L ease  for five y ears  $ 62,550
Assumed Economic Life of Ten Years
Buy Lease
C a sh  Purchase $100,000
L ease  for ten  y ears  $101,385 or
about $100,000
Assumed Economic Life o f Fifteen Years
Buy Lease
C ash  Purchase  $100,000
Lease  for f if teen  years  $125,505
17I b i d . . p .  148.
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The same problem a s  to  the  correct d iscou n t ra te ,  is  faced  with 
both the  investm ent and financing  d e c is io n .  There is  a strong tendency  
to  a s s o c ia te  the  type of ra te  w ith  the source  of funds u se d  to finance  
the p ro jec t .  As sh a l l  be d i s c u s s e d  more fully  la te r ,  i t  is  a m istake  to 
combine the  inves tm ent and f inanc ing  d e c is io n ,  for to  do so  lea d s  to  
inco rrec t d e c i s io n s .  The sep ara tio n  of th e s e  two fac to rs ,  a lthough 
v io la ting  in tu itive  judgm ent, keeps  a l l  the  v a r ia b le s  in proper fo c u s .
The next th ree  chap te rs  con ta in  a n a ly se s  th a t  u se  the  th eo re tica l  
im plica tions e s ta b l is h e d  up to  th is  point to  w e igh t a l l  the v a r ia b le s  
a s s o c ia te d  with the  l e a s e  v e rsu s  purchase  d e c is io n .
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NOTE TO CHAPTER II
It should be pointed out th a t  many of the  concep ts  mentioned in 
th is  chap ter a re  extrem ely complex and th a t  only a cursory d isc u ss io n  
of th e s e  su b jec ts  is  m ade. For the  reader who w ish es  to  become w ell 
v e rsed  in  any one of th e s e  particu la r  a r e a s , the following sp e c ia l  
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CHAPTER III
THE QUANTITATIVE ELEMENTS OF THE DECISION 
TO PURCHASE OR LEASE
With C hapters  I and II a s  a background, a tten tio n  now turns to  
the  various q u an ti ta t ive  e lem en ts  th a t  en te r  into f inancing  a l te rn a t iv e s .  
Here i t  w ill be assum ed  that. a. .positive d ec is ion  to  in v es t  h a s  a lready  
been made and th a t  the company is  in the  p ro cess  of decid ing  the 
pa rticu la r  manner in w hich to  acquire  th e  u se  of the  needed  a s s e t .
F irst of a l l ,  i t  seem s n e c e ssa ry  to  e s ta b l is h  the true nature of a 
l e a s e .  In doing so ,  i t  may be a d v isab le  even tually  to  concede  tha t  the  
various p o ss ib le  f inancing  methods fac ing  the in ves to r  are  three  in 
number, not tw o . Lease  financing h as  often  been referred to  as  a means 
of ren ting  c a p i ta l ,  inferring th a t  i t  be longs in a separa te  category  from 
th a t  of equity and  deb t c a p i ta l .  This point should be exam ined a l i t t le  
c lo s e r .
Operating le a s e s  can be d isp o sed  of ra ther e a s i ly  by c la ss ify in g  
them in  the sam e category  a s  regular operating  e x p e n s e s .  They are 
genera lly  c a n c e l la b le  and rep re sen t  continuing ou tlays  th a t  can be 
dropped at the  d isc re t io n  of the  l e s s e e .  The fa c t  tha t  they  probably 
w il l  not be d iscon tinu ed  i s  not the  primary considera tion  h e re .  The 
authors of both Accounting Research Bulletin N o. 4 and the  su bsequ en t 
Accounting P rinc ip les  Board Opinion dealing  w ith th is  su b je c t  agree
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th a t  operating le a s e s  p resen t  no g re a t  problem of f in anc ia l  s ta tem ent 
c la s s i f i c a t io n .
W ith long-term  or f in a n c ia l . le a s e s ,  how ever, the  question  is  one 
of c la s s i f i c a t io n .  Acquiring funds through the  i s su a n c e  of common 
stock  involves re la t io n sh ip s  d iffe ren t from th a t  o f a l e a s e .  The d irec t 
return to  the in v es to r  in the  form of d iv idends r e s t s  with th e  d isc re t ion  
of the  com pany 's  board of d i re c to rs .  No le a s e  c la u s e  in e x is te n c e  g iv es  
tha t  r igh t to the  l e s s e e 's  governing body.'*' A m easure  of s im ilarity  does 
e x is t  in tha t the  amounts of some l e a s e  paym ents are  re la ted  to  the 
l e s s e e 's  e a rn in g s .  Even le a s e  c la u s e s  of th is  ty p e ,  how ever, u su a l ly  
have a fixed e lem ent in them in order to  insure  a minimum return  to  th e  
le s s o r .  The board of d irec to rs  can bypass  a common dividend com­
p le te ly  if  e i th e r  c a sh  or earnings are  not a v a i la b le .
Preferred s tock  f inanc ing , by i t s  na tu re ,  in c lu d es  c e r ta in  fac to rs  
tha t range a l i t t l e  c lo se r  to  the  p rov isions con ta ined  in a ty p ic a l  l e a s e .  
The paym ents are  fixed in  amount, and  if the  s tock  has a cum ulative 
fea tu re ,  in v es to rs  w ill  ev en tua lly  average  a ce r ta in  return each  y e a r .
The board c an  e ffec tive ly  postpone the  payments; no f in an c ia l  l e a s e s  
have th a t  f e a tu re .^
^Donald R. G ant, "A C ritic a l  Look a t L ease  F inancing , " The 
C o n tro lle r , XXIX (June, 1961), 275.
2Ib id .
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This le a v e s ,  th en ,  the  inev itab le  com parison betw een f inancia l 
l e a s e s  and  long-term  d eb t.  The lega l d ifference  betw een th e  two is  
th a t  one involves ownership and the o ther does n o t .  This d is t in c tio n  
h as  len t much support to the  contention  tha t th e s e  two methods are 
rea lly  sep&rrate f inancing  a rran gem en ts .  This r a i s e s  the q u es tion  as  
to  w hether the le g a l  d is t in c t io n  should carry th a t  much w eigh t. Many 
say th a t  i t  should n o t .  After a l l ,  th e  f in an c ia l  a n a ly s is  th a t  is  made on 
d iv idends and in te re s t  ex p en se  ignores the  fac t  th a t  one acco un t rep re ­
sen ts  re tu rn s  to ow ners , an d  the  other shows paym ents to c re d i to rs .
Both involve  sums of money paid to in v es to rs  for th e  use  of the ir  c a p i ta l .  
For th is  rea so n , i t  i s  often suggested  th a t  net incom e before in te re s t  be 
used  in making ce r ta in  com parisons, e sp e c ia l ly  if  the  comparison is  
between one company tha t u s e s  a lo t of debt c a p i ta l  and another th a t  
does n o t .
Paym ents on f in an c ia l  l e a s e s  rep resen t-f ixed  ob liga tions and are
O
n o n -c a n c e la b le ,  en fo rceab le  c la im s . The fac t  th a t  long-term  debt 
u su a lly  involves le g a l  ow nership  should  not obscure  the p rac tica l  
s im ila r it ie s  that e x is t  be tw een  th ese  two financ ing  p la n s .  They are 
simply a lte rn a tiv e  methods of obtaining the  u se  of needed a s s e t s ,  and 
both form a fixed future commitment on e a rn in g s .^  Nor should
3I b id .
^Bernard W . Therlin , "Own or L ea se ?  Underlying F inancial 
T h e o ry ,11 F inancia l E x ecu tiv e , XXXII (April, 1964), 29.
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the s p e c ia l  trea tm ent accorded  le a s e s  in  bankruptcy c au se  the  a n a ly s is  
to change,, A company does not plan, i ts  opera tions on the  assum ption  
tha t i t  w ill  go out of b u s in e s s ,  but on the  assum ption  tha t i t  w ill  con­
tinue opera tions and pay i ts  ob liga tions .  ̂ These ob liga tions could 
include long-term  debt a n d /o r  l e a s e s .  Both of th e s e  commitments w ill 
be sa t is f ie d  a s  long a s  the company is  f inanc ia lly  a b le ,  and ne ither  of 
th ese  w ill  be can ce l led  w ithout incurring p o ss ib le  le g a l  c o n se q u e n c e s .
The p rinc ipal sources of long-term  le a s e  c ap ita l  are  banks, 
in su rance  com panies and pension  fund s . The fac t th a t  th e s e  in s t i tu t io n a l  
in v es to rs  are w illing  to  advance  100 per cen t of the  c o s t  of the property
g
means th a t  they con sider  the  le a s e  to be a genera l c red it  ob liga tion .
The c re d i t  of th e  le s s e e  i s  locked to  a s  security  ra the r  than  the  value
7
of the  a s s e t .
M ost f in an c ia l  l e a s e s  fa l l  in to  the  category  ca l le d  ne t l e a s e s ,  
defined  in C hapter I .  The u se r  of the a s s e t  pays for m ain tenance , 
in su rance  and o ther in c id en ta l  c o s t s .  This h a s  th e  e ffec t  of creating  
a f in an c ia l  re la tio n sh ip  and placing the  burden of ownership on the 
l e s s e e .  In fa c t ,  th is  is  one of the  rea so n s  for nego tia ting  the  ne t l e a s e .  
Under the  full m ain tenance  l e a s e ,  th e s e  various in c id en ta l  c o s ts  w ill  
u su a l ly  be p a s se d  on to  the  l e s s e e  anyw ay.
^Gant., "A C ritica l  Look a t  Lease F inanc ing ,"  o p . c i t . , p .  275.
^Donald R. G ant, " I l lus ion  in  L ease  F in an c in g ,"  Harvard «
B usiness Review , XXXII, N o. 2 (M arch-April, 1959), 124.
^Ib id . , p .  123.
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Thus the  main f in an c ia l  d ifference  betw een  ownership under lo n g ­
term debt and u sage  under lea s in g  arrangem ents is  the  re s id u a l  va lue  
of the  a s s e t  th a t  e x is ts  a t  the term ination of the c o n tra c t .  Even th is  
d ifference  may not a lw ays be im portant if  the  le a s e  in q ues tion  c a l ls  
for a p u rch a se -o p tio n .  A company, there fo re ,  can avoid long-term  
future commitments only by paying c a sh  for the  a s s e t .  F inancial l e a s e s  
should have th e  same p rac t ic a l  e ffec t  on planning a s  funded debt d e sp i te  
the  fac t  tha t  there  are leg a l  d is t in c t io n s  betw een  the tw o.
A SUGGESTED APPROACH TO THE 
QUANTITATIVE ANALYSIS
In view of the fac ts  ju s t  d i s c u s s e d ,  i t  seem s appropria te  to  expand 
the  oversim plified  a l te rn a t iv e s  p resen ted  in so  much of the  l i te ra tu re .
The c r i t ic a l  q ues tion  is  w hether to purchase  for c a s h ,  to  purchase 
through the i s s u a n c e  of d eb t,  or to  l e a s e .  T h is , of c o u rs e ,  a ssum es  
th a t  the  firm involved h as  a l l  of th e se -a v en u e s  open to  i t .  Often the 
conditions are such th a t  th e s e  a l te rn a t iv e s  a re -re s tr ic te d  in varying 
degrees.. If a company finds th is  s i tu a tio n  p re sen t ,  then  the whole 
a n a ly s is  tak e s  on a d ifferent a s p e c t .
I t might be argued th a t  the contem plated  u se  of a  c ap i ta l  a s s e t  
involving an  operating le a s e  does not en ta il  a l l  th ree  of th e se  a l te rn a ­
t iv e s .  The computer i s  an i l lu s t ra t io n  of th is  po in t. The firm does not 
a lw ays know how long i t  w il l  need  the fac i l i ty  and management u su a l ly  
has  the  right to  can c e l  the  c o n tra c t .  I t  fo l low s, th en ,  according to
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the  lo g ic  of som e, th a t  the  d ec is ion  should narrow down to  two c h o ic e s .  
The a s s e t  w ill e ither  be bought for c a sh  or a l e a s e  w ill  be n eg o tia ted .
To borrow on a long-te rm  bas is  t i e s  up the future cap ita l  beyond the  
time period tha t  the  equipment or m achinery might p o ss ib ly  be u s e d .  
Short-term  cred it m ight su ff ice ,  but th is  i s  v iew ed by many a s  a s top ­
gap m easure  designed  to  a llev ia te  a temporary shortage of c a s h .
I t  i s  en tire ly  p o ss ib le  to make a purchase  from the  m anufacturer 
or from an in term ediary  through an  in s ta l lm en t  p lan . These p lans  often 
c a l l  for the return of c a p i ta l  w ith in  a f iv e -y e a r  period even  though a 
le a se  nego tia ted  on th e  same type of fac ili ty  might be c a n c e l la b le .
The u s e  of an arrangem ent such a s  th is  would seem  to  in d ica te  that 
there  i s  a minimum amount of se rv ice  time committed to  the  a s s e t .  In 
th is  c a s e  the  sim ila rity  to  a f in a n c ia l  le a se  beg ins to  rea p p ea r .
So i t  might be conceded th a t  th e  method of a n a ly s is  ac tu a lly  tak es  
two p a r t s . If i t  is  the  in ten tion  of m anagem ent to  u se  f a c i l i t ie s  on a 
p e r io d -to -per iod  b a s i s ,  then the  proper a n a ly s is  i s  to  compare: (1) a 
ca sh  purchase  using  equ ity  c a p i ta l ,  and (2) a le a s e  using  borrowed or 
ren ted  c a p i ta l .  Short-term  lo an s ,  e sp e c ia l ly  of the s ix ty -d a y  or n ine ty -  
day v a r ie ty ,  are m erely ways of postponing tem porarily  the  u se  of equity  
c a p i ta l .  If i t  is  the in ten tion  of m anagem ent to  commit i t s e l f  to  the 
u t i l iz a t io n  of an a s s e t  for an ex ten ded  period of tim e, the  proper 
a n a ly s is  is  to  compare: (1) a c a sh  p u rch a se ,  (2) long-term  d eb t,  and 
(3) a f inanc ia l  l e a s e .  The f irs t  tw o , of c o u rs e ,  c a l l  for ow nersh ip , the
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l a s t  one does no t.  Again, th is  a ssu m es  th a t  a l l  of those  avenues of 
approach  are f e a s ib le .  Q uantified  i l lu s tra t io n s  on th ese  po in ts  are 
p resen ted  a t  a la te r  point in  th is  ch ap te r .
THE INCOME TAX ASPECTS 
OF THE DECISION
For many y e a r s ,  the  ad v o ca te s  of le a se  financing  u se d  a s  a co rner­
s tone  of the ir  argument the fac t  th a t  owning an a s s e t  would c rea te  a 
re la t iv e ly  unfavorable  income tax  s i tu a t io n .  A rticles have often appeared  
s ta t in g ,  w ithout further comment or exp lan a tio n , th a t  lea s in g  provides a 
ta x  ad v an tag e .  The su b s ta n c e  of th is  con ten tion  r e s t s  on severa l 
a ssum ptions :
1. Land c o s ts  and sa lv ag e  v a lu e s  can be written off in  a l e a s e ,  
only the  dep rec iab le  ba lance  can be claim ed in a p u rch a se .  There i s  an 
im p lic it  assum ption  here th a t  the l ife  of the le a s e  is  a t l e a s t  a s  g rea t  a s
g
the  life  of the  a s s e t .
2 . D oub le -dec lin ing  ba lance  d ep rec ia tion  e ither  can n o t  or w ill  
not be u se d  by the company choosing  to  own i t s  pro ject f a c i l i t i e s .
3. The terms of the l e a s e  can be arranged to  a c c e le ra te  the pay ­
ments so  a s  to  g ive a larger ta x  w rite -o ff  in the  early  y e a r s .
g 1
Jam es H. M cLean, "Economic and Accounting A spects  of Lease  
F in an c in g , 1 F inanc ia l E x ecu tiv e , XXXI, No. 12 (December, 1963), 18.
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4. In a sa le  and le a se b a c k  s i tu a t io n ,  a firm can  often s e l l  a
Section 1231 a s s e t  th a t  i s  a lm ost fully  d ep re c ia te d .  The cap ita l  gain
is  taxed a t  a 25 per cen t ra te  and the  re su l t in g  le a s e  payments can  be
g
fully deducted  a t  about a 50 per cen t tax  r a t e .
The part tax e s  play in  the  financing  d ec is io n  ac tua lly  be longs in 
the a n a ly s is  of to ta l  p re sen t  va lue  c o s t  th a t  i s  made la te r  oh, bu t a few 
s ign if ican t  poin ts  can  be made in th is  se c t io n .
It i s  true th a t  when property is  owned, only part of which i s  depre­
c ia b le ,  the  to ta l  c o s t  canno t be w ritten  off for tax  p u rposes . W hat is 
often overlooked, how ever, is  the  fac t  th a t  some re s id u a l  value rem ains 
in the hands of the  owner. U n less  the  tax  ra te  is  100 per cen t ,  th e  
proceeds from the  sa le  w ill  a lw ays lea-v-e -the taxpayer better off than  a 
tax  deduction  on the  same do llar  am ounts . If the  ho lder rec e iv e s  nothing 
a t  a l l ,  the  c ap i ta l  lo ss  resu lting  from the  sa le  w ill  s t i l l  provide a  tax  
deduction . The only advantage  res t in g  with the l e a s e  is  the tim ing of 
the  w ri te -o ff .  ^  This advan tage  of ow nership  could be partia lly  or com­
p le te ly  o ffse t by the  e x is te n c e  of l e s s e e  term ination r ig h ts .  However, 
a d is t in c t  danger of gearing the l e a s e  p rovisions in  th i s  d irec tion  is  
tha t the  en tire  con trac t w ill  be ru led a p u rch ase . It is  common p rac t ic e ,
g
John H . M yers, Reporting of L eases  in F inan c ia l  S ta tem ents  -  
Accounting Research Study N o . 4. (New York: American In s ti tu te  of 
Certified  Public  A cco u n tan ts , 1962), p .  88.
10I b i d . . p .  86.
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a ls o ,  to  acc e le ra te  the  lea se  paym ents in the  early  y e a rs  when a pur­
chase  option is  in  e f fe c t .  This could make th e  p resen t value of the 
to ta l  c a s h  outlay more or l e s s ,  depending on the  na tu re  of the tax  
deductions and the  amount of in te re s t- th a t  i s  charged .
The to ta l  period ic  increm ents  in a f in a n c ia l  l e a s e  c o n s is t  of two 
parts : (1) repayment of p rinc ipa l ,  and (2) a  return to  the  le s s o r  for the 
use  of h is  money. W hen borrowed funds a re  u sed  to  m ake a p u rch ase , 
the same two com ponents are p re s e n t .  H  The part of the  to ta l payment 
tha t rep re sen ts  re tu rn  of p rincipal can  be deducted  a s  dep rec ia tion  u n le s s ,  
of c o u rs e ,  a portion of i t  is  e i th e r  sa lvage  v a lu e  or la n d .  The re la tive  
advan tage  of having th e s e  r e s id u a l  va lues h a s  a lready  been exp la ined  in 
the previous paragraph . The in te res t-com ponen t is  ta x  d e d u c t ib le ,  and 
is  s ta te d  exp lic it ly  in  the  borrowing c o n tra c t .  These tax  fea tu res  are 
not the  same when equity  c ap i ta l  i s  u se d .  The return to  the in v es to r  in 
the form of d iv idends cannot be deducted  for tax  p u rp o se s ,  so th a t  in . 
th is  re s p e c t  an advan tage  re s ts  w ith  the l e a s in g  or borrowing m ethod.
Before 1954, th e  re s tr ic te d  u se  of s t r a ig h t- l in e  dep rec ia tion  did 
appear to  provide something of an  advan tage  to  le a s in g .  For exam ple, 
a firm might have been  forced to  a cc ep t  a  ra th e r  leng thy  e s t im ated  life 
for deprec ia tion  p u rp o se s ,  say  tw enty  y e a r s .  A le a s e  conce ivab ly  could 
have been  written for a period of ten  y ears  w ith  a renew al option for 
ano ther t e n .  This would have g iv en  the l e s s e e - a  ta x  advan tage  during 
the f i r s t  ten  y e a rs ,  the  amount of which would be dependen t on the
Ib id .
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sp e c if ic  co n trac t te rm s. This a d v an tag e ,  a t  b e s t ,  seem ed to  be ,a  bit 
dub iou s , and the  a n a ly s is  tha t appeared  to  make i t  look advan tageous 
did not cons id er  a l l  of the  various c o s t  a s p e c t s .  If the  le a s e  was 
designed  to  enab le  th e  le s s o r  to  recover h is  c o s ts  over a tw en ty -y ear  
period, then  there w as no d ifference  betw een tha t  arrangem ent and 
tw e n ty -y e a r  ow nersh ip . If the  paym ents returned the  principal to the 
in v es to r  w ithin  ten  y e a r s ,  the tax  benefi ts  were g rea ter  but the  p resen t 
va lue  of the  c a sh  ou tlay s  might be more or l e s s .  A full a n a ly s is  of the 
c o s t  ram ifica tions i s  n e c e s sa ry  before the  re la tiv e  tax  ad van tages  can 
be w eighed in  the ir  proper p e rsp e c t iv e .
Since the  advent of a cc e le ra te d  d ep rec ia t io n ,  how ever, w hatever
] 2tax  advan tage  may have  e x is te d  prev iously  has  gone by the  b o a rd s .
A recent, change in th e  law has suspended  dou b le -d ec lin in g  balance 
and s u m -o f - th e -y e a r s ' - d ig i t s  dep rec ia tio n  on pu rchases  in e x c e s s  of 
$7 0 ,0 0 0 . This ap paren tly  is  a temporary f i s c a l  policy  m easure w hich , 
a t  p re sen t ,  i s  schedu led  to end in Decem ber, 1967. For th a t  rea so n  i t  
should not a ffec t the  long range v a r iab le s  th a t  go in to  the d e c is io n  to 
le a s e  or p u rchase .
The sa le  and le a se b a c k  rem ains a popular f inancing d e v ic e .  
H ow ever, some of th e  advan tage  has  been taken  out of i t  by the  dep re ­
c ia tio n  recap ture  p o s it io n  of the  1962 tax  law . C ap ita l  g a in s  on sa le
12I b i d . , p. 87.
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of dep rec iab le  property must now be taxed a t  ordinary r a te s  to th e  extent
13of prior d ep rec ia tion  charges  tak e n  since 1961. U n le s s  rev e rsed  a t  a 
l a te r  tim e, th is  law w ill  even tua lly  have the  p rac tica l e ffec t of cance llin g  
ou t the  benefi t  of c a p i ta l  gain ra te s  on depreciab le  property .
One l a s t  a sp e c t  of the d is c u s s io n  of tax  advan tag es  and d i s a d ­
v a n ta g es  should be m entioned. If a company is  using com posite  ra te  
d e p re c ia t io n ,  i t  can s ta r t  leas ing  an  im m aterial dollar portion of i ts  a s s e t s  
in s te a d  of owning them . The le a s e  payments would be fully deductib le  and
a t  the  same time the company could  theo re tica lly  con tinue  to u se  the sam e 
14com posite  r a t e .  If too  much of th is  were done, it  i s  quite  l ik e ly  tha t 
the  In ternal Revenue Serv ice  would examine the entire  fixed a s s e t  s tru c ­
tu re  and force  the ra te  down.
RELATIVE COSTS OF LEASING AND BUYING
Few th ings about cap i ta l  budgeting have created  more controversy  
th an  the d is c u ss io n  of re la t iv e  c o s ts  of buying and l e a s in g .  Advocates 
of le a s in g ,  on the one hand , m aintain  th a t  th is  financing  method frees 
working c a p i ta l  for more profitab le  u se -e lse w h e re .  ^  Opponents of 
le a s in g  often  make th e  b lanket s ta tem ert th a t  buying th e  a s s e t  through
M cLean, ojo. c i t .  , p . 19.
■^M yers, ojn, c i t .  , p . 87.
■^Gant, "Illus ion  in  Lease  F in a n c in g ," o£_. c i t .  , p .  127.
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the u se  of a commercial loan  is  l e s s  c o s t l y . The author fee ls  th a t  both 
s ta tem en ts  are overs im plifica tions  of the  b a s ic  problem.
The conten tion  th a t  lea s in g  frees  working c ap i ta l  is  true only 
under re s tr ic te d  a ssu m p tio n s .  If the  avenue ©f borrowing is  open to  
managem ent, the inves tm en t can  a lso  be made w ithout impairing work­
ing cap i ta l  im m edia te ly . The re su l t  he re  i-s-the same as  th a t  ach ieved  
by le a s in g ,  a commitment of future working cap i ta l  in s te a d  of the  u se  
of p resen t  funds. It. i s  a lw ays p o s s ib le ,  a s  w ill be dem onstra ted  shortly , 
to have a s i tua tion  in which the  firm 's c o s t  of doing without equ ity  
c ap i ta l  is  more than  the  c o s t  of le a s in g ,  or even  of borrowing. As for 
the  argument th a t  re le a s e d  working c a p i ta l  can  be u se d  more profitably 
in other o p e ra tio ns , th is  too h as  rec e iv e d  some ch a llen g e . The fac t  is  
pointed out in the early  part of Chapter II th a t  a l l  of the a s s e t s  'contri­
bute jo in tly  to the ea rn in g s .  An a ttem pt to sep a ra te - th a t  portion of net 
income a ttr ib u tab le  to working cap ita l  i s  e s s e n t ia l ly  a jo in t c o s t  type 
of a n a ly s i s .  Any method ch osen  w ill be a rb itra ry . According to  one 
ra ther humorous a n a ly s i s ,  the  re la ting  of to ta l  earn ings to  one c la s s  of
a s s e t s  would have cau sed  U . S .  S tee l to  earn  a 62 per cen t ra te  of
1 fireturn on i ts  working c a p i ta l  in  1957.
The proponents of f inanc ing  methods other than  lea s in g  have 
probably been equally  guilty  in declaring  th a t  th is  method I s  a lw ays
16Ibid.
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more c o s t ly .  The strong im plica tion  h as  a lso  been  made th a t  s ince  
le a s in g  is  s l igh tly  more ex p en s iv e ,  i t  should au tom atica lly  be ruled 
ou t .  Although s t a t i s t i c s  often  show th a t  the e ffec tive  in te re s t  ra te  on 
l e a s e s  i s  higher thah  i t  i s  on any loan arrangem ent, other fac to rs  may 
nega te  th is  apparen t ad v an tag e .  In th is  se c t io n ,  however, th e  d i s c u s ­
s ion  cen ters  around the  c o s t  factors and the  proper approach to  them .
First of a l l ,  i t  seem s appropria te  to  d isp o se  of the idea  tha t the 
investm ent and financing d e c is io n  can be com bined. There ap pears  to  
be a g reat d e a l  of confusion  on th is  m atte r .  One of the cen tra l 
problems re la ted  to th is  to p ic  is  the ques tio n  o f  w hether an investm ent 
could be u n accep tab le  if  a  c a sh  purchase  were made but a cc ep tab le  if  
a l e a s e  were w ritten , or v ice  v e r s a .  The answ er is  "y es ,  " but in order 
to  make a va lid  com parison the  c ash  payment equ iva len t o f  a le a se  or 
a loan  must be u s e d .  Assume that a company can  purchase  equipment 
for $100 ,000 , n e t  of tax  dep rec ia tion  b e n e f i ts ,  or le a se  i t  for an a f te r ­
ta x  cos t  of $12,000 a y e a r .  The e s t im ated  econom ic life i s  ten  years  
w ith  p ro jec ted  a f te r - ta x  c a s h  flows derived  from the  use  of the asset, 
of $15,000 a y e a r .  A third  a lte rna tive  involving a loan to  be repaid  a t  
$12 ,000  a year  for te n  years  could a ls o  be assu m ed  and the  a n a ly s is  
would not c h a n g e . The example on the  following page show s the
17standard  procedure for determ ining the  fe a s ib i l i ty  of the  in ves tm en t.
1 7Harold Bierman, Topics in C o s t  Accounting and D ec is ions  
(New York: M cG raw -H ill Book Company, I n c . ,  1963), p .  150.
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ILLUSTRATION V
P urchase  C ost
Present 
C ash  Flow Value @10%
- $ 1 0 0 , 0 0 0  - $ 1 0 0 , 0 0 0
C ash  Flows of $15,000 a 
y ea r  for ten  years* + 150,000 + 92 ,175
-$ 7,825
*Assume flows are rece iv ed  a t  year  end , to co inc ide  with loan  payments .
The above a n a ly s is  c learly  shows that the  investm ent decis ion  
should  be a negative  one , or, put ano ther way, a negative  factor in the  
d e c is io n  p ro cess  would be p resen t .
18The i l lu s tra t io n  below in troduces the  financing  a s p e c t .  The 
re s u l t  is  a l i t t le  s ta r t l in g .
ILLUSTRATION VI
Investm ent 
Period and C ash  Flow
Net
























+ $ 1 0 0 , 0 0 0
-  12,000 +$3,000
-  12,000 + 3 ,000
-  12,000 + 3 ,000
-  12,000 + 3 ,000
-  12 ,000  + 3 ,000
-  12,000 + 3 ,000
- 12,000 + 3 ,000
-  12 ,000 + 3 ,000
-  12,000 + 3 ,000
-  12 ,000 + 3 ,000
+$18,435
+$18,435
♦Assume th a t  repaym ent is  made a t  year end.
18Ibid.
W hat seem ed in th e  previous exam ple to  be a re jec tion  of the in v e s t ­
ment has now turned in to  an apparen t a c c ep tan c e  b ecau se  the techn ique
1 9of borrowing was assum ed  in s tea d  of a c a sh  p u rch ase . Once ag a in , 
th is  brings up the  q ues tion  a s  to w hether the  fe a s ib i l i ty  of a proposed 
inves tm en t is  dependent on the method of f inanc ing . If i t  is  to  be 
assum ed  th a t  management can  decide which p ro jec ts  i t  w ill f inance  
through borrowing and which i t  w ill  no t,  then i t  might be concluded th a t  
the  financing  method does determ ine the  a c c ep tab i l i ty  of investm ent 
a l te rn a t iv e s .  Many do n o t  agree  with th is  p rem ise , how ever. It is  
probably the  opinion of the majority of a n a ly s ts  th a t  c ap ita l  req u ire ­
m ents are  determ ined by such  th ings a s  techno logy , expansion  p o s s i ­
b i l i t ie s  and company p o l i c y . ^  The choice  th a t  the  manager h a s  before 
him is  not w hether to  finance  h is  a s s e t s  but how. 21
Relating th is  to  the  exam ples ju s t  g iven  above , i t  seem s appro­
priate  to  separa te  the investm ent and financing  a s p e c t  of the d e c is io n .  
This can be done simply by arriving a t  the  c a s h  equ iva len t of the  le a s e  
or loan  and then  comparing th is  amount to the pro jec ted  c ash  f lo w s . 
Annual a f te r - ta x  payments o f  $12,000 a year on a c o s t  of $100,000 
rep re sen t  an approxim ate a f te r - ta x  ra te  of in te re s t  of a l i t t le  l e s s  than  
4 per c e n t .  Extracting th is  percen tage  from the  to ta l  payments l e a v e s ,
2®Gant, "A C ritica l  Look a t  Lease  F inancing , " o p . c i t . , p .  276.
of c o u rs e ,  a c a s h  equ iva len t co n s is t in g  of the  o rig ina l $100,000 th a t  is 
borrowedo Thus the  same d ec is ion  concerning acq u is i t io n  of the  a s s e t  
would have been  fo rm ula ted .
COST COMPARISONS FOR OPERATING LEASES
The a n a ly tic a l  p ro c e ss e s  developed in  the previous sec tion  were 
oversim plified  d e lib e ra te ly  in order to  i l lu s t ra te  the  fa llacy  of combin­
ing th e  inves tm en t and financing d e c is io n .  In th is  section  and the  nex t, 
the t a x  and p re sen t  va lue  e lem ents w ill  be combined to  presen t what is  
considered  to  be the proper approach to  the  a n a ly s is  of lea se  d e c is io n s .
It is  important to d is t in g u ish  c lea r ly  betw een th e  function of the
le s s o r  under an operating le a s e  and a f in an c ia l  l e a s e .  In the former
c a s e ,  two r isk s  are  being ta k e n .  One r isk  is  th a t  the  economic life
of th e  a s s e t  may be le s s  than  anticipated... The o ther is  tha t  the  le s s e e
2 2will not make th e  paym ents . Under e ither s i tu a t io n  the net r e s u l t  is 
the sam e, the le s s o r  w ill  have an unrecovered  investm ent c o s t .  To 
help a l lev ia te  th e  p o ss ib le  consequ en ces  of th is  r i s k ,  the con trac t 
term s are u su a l ly  se t  to  enab le  the  le sso r- to  recover his cost p lus  a 
fair re tu rn  w ithin  a few y e a r s .  Since the  le s s o r  i s  giving up a certa in  
sum today  for uncerta in  amounts in  the  fu ture , i t  i s  hard to argue with 
th is  po licy .
^ R ic h a rd  F. Vancil, "Lease or Borrow -  New Method of A na lysis , ' 
Harvard Business Review, XXXIX, No. 5 (Septem ber-O ctober, 1961), 128
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The a n a ly s is  of the  re la tiv e  c o s ts  of operating le a s e s  narrows 
down to a com parison of the p resen t va lue  of a s e r ie s  of le a se  pay­
ments and of a cash  p u r c h a s e .^ 3 -jhe same b a s ic  i l lu s tra t io n  is  u sed  
here  a s  is  u se d  in o th er  s e c t io n s ,  with some fea tu res  add ed . Equip­
ment costing  $100,000 can a ls o  be ren ted  a t  a b e fo re - tax  c o s t  of 
$15,000 a year  payable  a t  the end of each  y e a r .  This amounts to an 
a f te r - ta x  in te re s t  c o s t  of approxim ately 4 per cen t  if paid over the 
es t im ated  10-year l i f e .  To sim plify the  c a lc u la t io n s ,  no re s id u a l  
v a lu e  is  a llow ed and s tra ig h t- l in e  deprecia tion  is  c a lc u la te d .  The u se  
of an  a c c e le ra te d  method would not change the nature  of the an a ly s is  but 
c o u ld , under certa in  c irc u m s ta n ce s ,  favor buying in s tead  of ren ting .
The inves tm ent c re d i t  has  been left out becau se  the  feature of the law 
allowing th e  le s s o r  to  p a ss  i t  on to the  lessee- m akes the increm ental 
d ifference  z e r o .
F irs t ,  a d e c is io n  would have to  be made on whether the  a c q u is i ­
t ion  was fe a s ib le  or n o t .  Fam iliar techn iques  could be u se d  to make 
th is  de term ination . If the d ec is io n  proved favorab le , the next step 
would be to  compute the  p resen t  value dollar c o s ts  of leas ing  v e rsus  
buying for c a s h .
Actually the purchase  price  should include any marginal c o s ts  of 
ownership th a t  would not be a sc e r ta in e d  under le a s in g .  This might
“̂ I b i d .
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in c lu d e  various ty p e s  of financing  and s e t -u p  c o s ts  th a t  would normally 
be c ap ita l ized  and added to th e  a s s e t  b a s e .  In add ition  to  t h i s ,  there 
would probably be certa in  recurring c o s ts  of ownership th a t  lum p-sum  
re n ta l  charges would in c lu d e . Some of th e se  are such  item s a s  property 
t a x e s ,  m aintenance and i n s u r a n c e .  ^4 These should be su b trac ted  from 
the  g ross  amount of the le a se  paym en ts . The hypo the tica l f igures  in 
the  example have the  forementioned e lem en ts  in c lu ded .
N ext, the p resen t va lue  of the y ea r ly  le a se  payments would be 
computed using  an  a f te r - ta x  opportunity  r a te .  The schedule  of payments 
c a l l s  for the ou tlay s  to be made a t  the end  of periods 1 -10 . The c a lc u ­




Year C ash  Flows Value @ 6% 
Purchase  C ost 0 -$ 1 0 0 ,0 0 0  -$ 100 ,0 00
C a sh  flow sav ings  from tax  
deduction  of dep rec ia tion
$10 ,000  a year  x  50% tax  ra te  1-10 + 50 ,000 + 36,800
-$  63,200
Lease -  8%
C a sh  Tax After-Tax Present
Flows Savings C a sh  Flows Value© 6%
Ten Lease Paym ents -$ 1 5 0 ,0 0 0  $75,000 -$ 7 5 ,0 0 0  -$5 5 ,2 0 0
24 Therlin, o p . c i t . , p . 24.
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The r e s u l t ,  a s  can  be s e e n ,  favors le a s in g .  U n less  some off­
se tt in g  fac to rs  tended  to  swing the  ba lan ce  toward purchasing , 
management would probably ren t  the fa c i l i ty .  One probable offsetting  
fac to r  would be th e  e x is te n ce  of a re la t iv e ly  large sa lv a g e -v a lu e .  This 
d e c is io n  to  ren t  would undoubtedly  be reinforced by the fac t  th a t  the  
l e a s e  is  c an c e l la b le  a t  any tim e . In th e  mind of b u s in e ssm e n , th is  
cons idera tio n  often tends  to  outweigh the  value  o f the  uncerta in  amount 
th a t  could be recouped through sale  of the  then -unw an ted  a s s e t .
A ctually , the  same conclusion  cou ld  have been  reached  by simply 
comparing the  p resen t  va lue  ra te  w ith the  im plic it  in te re s t  ra te  charged 
by the  l e s s o r .  If the  p resen t  value ra te  i s  la rge r ,  the  num erical c a l ­
cu la tio n s  w ill  favor le a s in g .  If the opp osite  is  t ru e ,  the a n a ly s is  w ill
25show that ow nership i s  the  b e tte r  a l te rn a t iv e .  This seem s alm ost 
too s im ple , e sp e c ia l ly  in v iew  of the overwhelming num erica l com­
p lex it ie s  th a t  are  often p resen ted  in th e - l i te ra tu re .  Yet i t  i s  th is  
s im ple , g iven  the  cond itions ju s t  d e sc r ib ed  in the  exam ple . It was 
pointed out ea r l ie r  th a t  l e a s e  payments can  be d iv ided  in to  two parts :
(1) im plicit in te re s t ,  and (2) repaym ent of p r in c ip a l .  Extracting the e igh t 
per cen t  in te re s t  from the  $15,000 a y e a r  ren ta l  outlay  le a v e s  the same 
$100,000 figure th a t  is  u se d  for dep rec ia tion  p u rp o se s .  S ince s t ra ig h t-  
line d ep rec ia tion  i s  a s su m e d , the tax  benefit  and  the  p re sen t  va lue  of
^ C h a r l e s  A. C arro ll ,  "Long-term L eases a s  a Financing D e v ic e ,"  
N .A .A . Bulletin, XLI, No. 9 (May, 1960, Section  1), 22.
th is  benefit  are a lm ost the sam e under both a l t e r n a t iv e s . The amounts 
under ow nership are $10,000 a y ear , which a t  a 50 per cen t ta x  ra te  
g ives $5 ,000  a y ea r  b en ef i t ,  granted a t  the  end of each  of the  ten  
p e riods . Under the  lea s in g  a rrangem en ts ,  the eq u iva len t d e p re c ia ­
tion deductions a c c e le ra te  a b i t ,  but not enough to  d is to rt  the com­
parison  of the  two in te re s t  e le m e n ts .  The a n a ly s is  then  narrows down 
to  the  q u es tion  a s  to  which i s  the  more e x p en s iv e ,  to  do w ithout the 
equity  funds re le a s e d  when th e  a s s e t  i s  bought for c a sh ,  or to  pay for 
the u se  of someone e l s e 's  funds during the  pro jec t l i fe .  In the  case  
ju s t  enum erated , ow nership proved to be more c o s t ly .
Some changes in the b a s ic  assum ptions cou ld  e as i ly  u p s e t  the 
sim plic ity  of th is  com parison . Switching the  re n ta l  ou tlays to  the 
beginning of the period would further d is to r t  the com parability  of the 
dep rec ia tion  e le m e n ts .  However, the  change would not a lw ays be 
large enough to a l te r  the  d e c is io n .
If th e  s u m - o f - th e - y e a r s -d ig i t s  d ep rec ia tio n  method were em­
ployed in s te a d  of s t r a ig h t - l in e ,  the p resen t va lue  equ iva len t of 
ren ta ls  would , of co u rse , rem ain  the sam e s ince  the  change in  depre­
c ia tion  ch arges  i s  not a p p lic a b le .  The a n a ly s is  of the  c a sh  purchase  
would be a s  follow s:
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ILLUSTRATION VIII 
C ash  Purchase
After-Tax Presen t 
Year C ash  Flows Tax C ash  Flows Values @ 6%
Purchase 0 -$ 1 00 ,0 00 -$ 10 0 ,0 0 0 -$ 10 0 ,0 0 0
D eprec ia tion 1 + 18,182 $ 9 ,091 + 9,091 + 8,573
D eprecia tion 2 + 16,272 8 ,136 + 8,136 + 7,241
D eprecia tion 3 + 14,546 7,273 + 7,273 + 6 ,109
D eprecia tion 4 + 12,726 6/, 363 + 6,363 + 5 ,040
D eprec ia tion 5 + 10,908 5 ,454 + 5 ,454 + 4 ,074
D epreciation 6 + 9 ,090 4 ,545 + 4 ,545 + 3 ,204
D eprecia tion 7 + 7,272 3 ,636 + 3 ,636 + 2 ,418
D eprecia tion 8 + 5 ,454 2 ,727 + 2 ,727 + 1,710
D eprec ia tion 9 + 3, 636 1,818 + 1,818 + 1,076
D eprec ia tion 10 + 1,914 957 + 957 + 534
$50,000 -$ 50,000 -$ 60,021
The com putations s t i l l  favor th e  avo idance  of ow nership but not by 
very much, e sp e c ia l ly  if the  more r e a l i s t ic  assum ption  is  made th a t  
ren ta l rem unerations are made in  ad v an ce .  A few other fac tors could 
e a s i ly  c a u se  the  company to reve rse  the  d e c is io n  and make a p u rch a se .  
A nticipation of a s iz ab le  sa lvage  value or of reduced  adm in istra tive  
c o s ts  of ownership are two p o s s ib i l i t ie s  of such  f a c to r s .
D esp ite  the appearance  of e x a c tn e ss  th a t  the  number m anipula­
tions g iv e , there  are other in tang ib le  co n s id e ra tio n s  th a t  cannot be 
overlooked . One of th e s e  i s  the  ab il i ty  of the  l e s s e e  to  can ce l  the  
con trac t upon short n o t ic e .  It might very  w e ll  be argued th a t  a good 
trade-in  or sa lvage  value w ill  pa rt ia l ly  or com plete ly  nega te  the  danger 
of outdated  equipm ent th a t  might be le f t  on h and . This s i tu a t io n  w ill
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be d i s c u s s e d  in the  n ex t  c h ap te r .  M anagem ent w ill  often contend , 
how ever, th a t  the burden of ow nership  i s  too r isk y .  Operating le a se s  
sh if t  th is  r i s k  to the  le s s o r .  There is  strong ev idence  th a t  b u s in e s s ­
men rank th is  factor very  h igh .
COST COMPARISONS FOR FINANCIAL LEASES
The sh if t  in em phasis  to  f inanc ia l lea s in g  adds another element to 
the  a n a ly s i s ,  th a t  of long-term  borrowing. H ere , it  cannot be said  tha t 
u se  of the  ren t  m echanism  au to m atica lly  frees  c a s h  for o ther opera tions . 
N egotia ting  a long-te rm  loan i s  a d irec t a lte rn a tiv e  to f in an c ia l  le a s in g .  
I ts  s im ila rity  is  very  b a s ic ,  th e  commitment of funds for a specified  
and often long period of time without th e  right to  can c e l  the con trac t.  
The company has brought the  u s e  of th a t  a s s e t  ju s t  a s  surely  a s  they 
would have  done if  leg a l  t i t le  had been a c q u i r e d .  ^  6
The f i rs t  s tep  in  decid ing  the proper course  of ac tion  i s  to com­
pare the s ta tu s  quo w ith a c a s h  p u rch a se .  This i s  an  investm ent 
de c is io n  and  is  hand led  in one of the commonly prescribed  m anners.
If the d e c is io n  to in v e s t  is  favo rab le , the  next s te p  is  then  to decide 
w hat financing  method to u s e .  The term financing a s  referred to here 
does not app ly  sim ply to the  techn ique  of borrowing m oney. The pur­
c h ase  of an  a s s e t  for cash  i s  a type of f inancing s ince  equity  funds
^ V a n c i l ,  op . c i t . , p .  128.
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are  being em ployed. The three  financing  methods open to management, 
th e n ,  are : (1) to buy for c a sh ,  (2) to  buy through th e  use of borrowed 
fu n d s , and (3) to r e n t . 2^
One approach , som etim es referred to  a s  "co n v en tio n a l ,"  i s  to 
d isco u n t the  c a sh  flows of a l l  th ree  plans a t  the  opportunity r a t e .  28 
This can be i l lu s tra te d  by merely expanding on the two se ts  of compu­
ta t io n s  shown in the previous se c t io n  on operating  l e a s e s . The in tro­
duction  of debt can  take  the form of assum ing a schedu le  of payments 
th a t  c o s t  the  borrower 6 per c e n t  before t a x e s . This i s  in c o n tra s t  to 
the b e fo re - tax  ra te  of 8 per cen t  a le s se e - in cu rs  on payments of 
$15,000 a year for ten  y e a rs ,  amounts being due a t  the  end of each  
period. A 10 per cen t  in i t ia l  down payment on the  orig inal c o s t  of 
$.100,000 is  deducted  before th e  debt payments are  la id  out. This 
seem s to  be the minimum amount required on funded debt c o n t r a c t s .
The ba lance  of $90 ,000  plus 6 per cen t in te re s t  is  a ssum ed  to  be 
covered by ten  period ic  increm ents of $12 ,250  e a c h ,  due a t  the  end 
of the  period . The i l lu s tra t io n  of th e se  three  methods is  shown on 
page 5 2 -5 3 ,
It is  obvious th a t  acquiring the  a s s e t  through the  medium of 
borrowing re su l ts  in a much low er present- va lue  c o s t .  A c lo s e r  look 
a t  the b a s ic  assum ptions  should  im m ediately give u s  the an sw er  a s  to
^ 7I b id . , p . 12 9 .
28I b i d . , p .  131.
ILLUSTRATION IX
C ash  Purchase 
(from previous illustra tion)
A fter-tax
Year C ash  Flows Tax C ash  Flows
Purchase C ost 0 -$100 ,000  -$100 ,000
D eprecia tion  charges 
for ten  years  using
SYD method 1-10 + 100,000 $50,000 + 50,000
Lease 8%
(from previous illustra tion)
A fter-tax
C ash  Flows Tax C ash  Flows
Ten Lease Payments -$150 ,000  $75,000 -$  75,000
Present 
Value @ 6%










Balance of Tax Savings Tax Net Present
Year Payments Principal Interest** on In terest Savings* C ash  Flows Value @ 6%
0 -$ 1 0 f 000 $90,000 $ o $ o $ 0 -$1 0 ,000 -$10 ,000
1 -  12,250 83,750 “ 5,400 2,700 11,791 459 433
2 -  12,250 75,890 4,990 2,495 10,631 -  1,619 -  1,440
3 -  12,250 68,190 4,550 2,275 9,548 -  2,702 -  2,270
4 -  12,250 60,030 4,090 2,045 8,408 -  3,842 -  3 ,043
5 -  12,250 51,380 3,600 1,800 7,254 -  4 ,996 -  3,732
6 -  12,250 42,210 3,080 1,540 6,085 -  6,165 -  4 ,346
7 -  12,250 32,490 2,530 1,265 4,901 -  7,349 -  4 ,887
8 -  12,250 22,190 1,950 975 3,702 -  8,548 -  5 ,360
9 -  12,250 11,270 1,330 665 2,483 -  9,767 -  5,782
10 -  12,250 0 980 490 1,447 -  10,803 -  6 ,028
$16 ,250 . $66,250 -$66 ,250 -$47 ,321
*Represents tax  savings on in te re s t  shown above, plus tax  savings on deprecia tion  shown on 
page 49.
**Interest deductions rounded off.
why th is  is  t ru e .  There i s  a  d irec t  corre la tion  betw een the in te re s t  
fac to rs  of the  three p lans and the  resu ltin g  d iscoun ted  c o s t s .  The 
reaso n  for the  v a s t  do llar  d ifference  is  tha t  the assum ed ra te s  are so 
far a p a r t .  The range goes a l l  the way from a 12 per cen t  b e fo re -tax  
c o s t  of buying for c a sh  to  a 6 per cen t  b e fo re - tax  c o s t  of d eb t.  Thus, 
in a manner of sp eak in g , i t  i s  p o ss ib le  to  manufacture any re su l t  
d e s ired  and to  fix the magnitude of the  do llar  d ifference in th e se  re su l ts  
by arranging the  b a s ic  fa c ts  acco rd in g ly . Too much of th is  has  been 
done in  the  l ite ra tu re  without su ff ic ien t  exp lanation  a s  to  the  va riab le  
nature of the  underlying a ssu m p tio n s .
It might seem  a t  f i rs t  g lan c e ,  then , tha t the  entire  a n a ly s is  simply
becom es a question  of checking  the  money c o s ts  of each  of the three
a l te rn a t iv e s .  If the  d ivergencies  are  a s  g rea t a s  th ose  ju s t  i l lu s t ra te d ,
th is  is  probably t ru e .  It i s  more l ik e ly ,  though, th a t  the ra te s  w ill be
bunched a l i t t le  c lo s e r ,  e sp e c ia l ly  the  lea s in g  and borrowing r a t e s .
Studies have shown th a t  in v es to rs  generally  require from 1/2 per cen t to
1 per cen t h igher return on le a s e  funds advanced  than  on comparable
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funds involving d irec t  l o a n s . The p lan  th a t  re s u l ts  in the low est 
do llar  c o s ts  w ill  be the b e s t  mixture of in te re s t  r a te s ,  timing of ou tlays  
and timing of tax  d e d u c tio n s .  Assuming, for exam ple, tha t  both the 
lea s in g  and deb t in te re s t  ra te s  are 6 per c e n t ,  the c a lcu la t io n s  on
2 9G ant, "A C ri tic a l  Look a t  Lease F in a n c in g ," op_. c i t .  , p .  277.
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page 56 show why borrowing would s t i l l  be p refe rab le .  No changes are 
made from the  l a s t  i l lu s tra tio n  ex cep t th a t  th e  periodic  le a se  increm ents 
are  $13,600 in order to  correspond to  a 6 per cen t  re tu rn .
This sum can be compared w ith  the  $47,321 arrived at on page 53.
A quick g lance  a t  the two se ts  of i l lu s tra t io n s  g iv es  the  key to  the rea so n  
for the  lower deb t c o s t .  The dep rec ia tion  deductions s ta r t  off high and 
dec line  when the s u m -o f - th e -y e a r s '- d ig i t s  method is  em ployed. On the  
o ther hand , the  dep rec ia tio n  portion o f  the l e a s e  paym ents builds up 
through the  years  in d irec t  re la t io n  to the  reduction  of the  loan  p rinc ipa l .  
In e ffe c t ,  the l e s s e e  b e ca u se  of lack  of ownership i s  forced to  take 
"deprecia tion  deductions"  in an  inverse  re la t io n sh ip  to  the  manner in 
which in te re s t  a llow ances  are ta k e n .  This r e su l ts  in  higher p resen t  va lue  
c o s ts  b ecau se  of the sm aller p rinc ipal red uc tions  in  ea r l ie r  y e a r s .  The 
borrower is  not bound by th e s e  b u i l t - in  r e s t r ic t io n s .  Having t i t le  to  the 
property a llow s him the freedom to take both a cc e le ra te d  in te re s t  and 
a c c e le ra te d  dep rec ia tio n  d ed u c tio n s .  This advantage  is  pa rtia lly  o ffse t 
by the  required  10 per cen t  down paym ent, which has a p resen t va lue  
c o s t  of the  same $ 1 0 ,0 0 0 . C once ivab ly , a large enough in i t ia l  outlay  
could more than  can ce l  out the  e ffec t  of the  aforem entioned debt fe a ­
tu re s ,  but no requirem ent of th is  nature is  l ike ly  to  go beyond 20 per 
cen t of the purchase  p r ice .
The p lan  that c a l l s  for a 100 per cen t  c a sh  payment a ls o  has one 
of the  same advan tages  a s  deb t f inanc ing , s ince  ow nership is  involved .
ILLUSTRATION X
Lease 6%
In terest Depreciation Total Tax Net
Year Payment Principal Deductions* Deductions Deductions Benefit Cash Flow
0 $ 0 $100,000 $ 0 $ 0 $ o $ 0 $ 0
1 13,600 92,400 6,000 7,600 13,600 6,800 -  6,800
2 13,600 84,340 5,540 8,060 13,600 6,800 -  6 ,800
3 13,600 75,800 5,060 8,540 13,600 6,800 -  6,800
4 13,600 66,750 4,550 9,050 13,600 6,800 -  6,800
5 13,600 57,155 4,005 9,595 13,600 6,800 -  6,800
6 13,600 46,985 3,430 10,170 13,600 6,800 -  6,800
7 13,600 36,205 2,820 10,780 13,600 6,800 -  6,800
8 13,600 24,775 2,170 11,430 13,600 6,800 -  6 ,800
9 13,600 12,665 1,490 12,110 13,600 6,800 -  6,800






^In te res t  deductions rounded off.
S u m -o f- th e -y  ear s ' - d ig i t s  deprec ia tion  can be u se d ,  thus  furnishing a 
comparable s i tua tion  in th is  r e s p e c t .  The higher c o s t  of the cash  
payment plan can be accounted  fo r  by recognizing  the  fac t th a t  i t  is  
more expensive  in th is  c a se  to  pay c a sh  and do w ithout the  funds than  
i t  i s  to borrow. In other w ords , the 12 per cen t b e fo re - ta x  opportunity 
ra te  is  higher than  e ith e r  the  ex p lic i t  in te re s t  ra te  or th e  im plic it  c o s t  
of cap ita l  re su l t in g  from more long-term  d eb t.  The question  might very 
w e ll  be a sk ed  a t th is  point a s  to  why management should ever pay c a sh  
for property intended as  a long-term  venture  when the more a t t rac t iv e  
d e b t  methods are a v a i la b le .  A partia l  answ er might be tha t  th e  la t te r  
i s  not a lw ays av a ilab le  in  the  amount d e s ire d .  A more thorough d i s ­
c u ss io n  of the  effect of le a s e s  and debt on the f in an c ia l  s truc tu re  w ill 
be made in the  next chap te r .  There are th o se  who sa y ,  pa rtia lly  for 
the  rea so n s  ju s t  m entioned, th a t  the  only va lid  a lte rn a tiv e  to  f in an c ia l  
le a s in g  is  long-term  d eb t.
A m odification of the  a n a ly s is  made in th is  se c t io n  could be 
u se d  by employing the  techn ique  of ex trac ting  the finance  charges  
from any or a l l  lea s in g  and borrowing p la n s .  The rem ainder of the 
b a s ic  equ iva len t c o s ts  in  each  plam,could be compared in order to  help 
determine w hich  plan is  the le a s t  e x p e n s i v e . ^  The s te p s  to  accom plish  
th is  are a s  follows:
30Vancil, o p . c i t . , p .  136.
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1. Determine the low est in te re s t  charge tha t the  company would 
have to  pay in order to  obtain  n e c e ssa ry  investm ent fu n d s . In the  
quantified  example a ra te  of 6 per cen t is  a ssu m ed .
2. C alcu la te  th e  equ iv a len t  c a sh  purchase  price of every le a se  
and deb t plan  a v a i la b le .  This i s  done by d iscounting  a t  6 per cen t  a ll  
of the future paym ents . Any p lans th a t  involve an in te re s t  ra te  in 
e x c e s s  of 6 per cen t  w il l ,  of c o u rse ,  have an  eq u iva len t purchase 
price in  e x c e s s  of the  b a s ic  amount.
3. Subtract from th is  b a s ic  equ iva len t purchase  price the 
p resen t  va lue  of the dep rec ia tion  tax  deductions  av a i la b le  for a l l  the. 
f inancing  p lan s .
The same se t  of figures and assum ptions  used  on page 52 will be 
employed here in order to compare the d if fe ren ces .
ILLUSTRATION XI
C ash  Purchase 
(from i l lu s tra t io n  on page 52)
Tax After-Tax Present 
Year C ash  Flows Savings C ash  Flows V alue@ 6%
Purchase  0 -$ 1 0 0 ,0 0 0  -$ 1 0 0 ,0 0 0  -$1 00 ,0 00





L ease  -  8%
(from i l lu s tra t io n  on page 52)
P resen t va lue  a t  6%, o f  t e n  paym ents of $15, 000 each  -$1 10 ,400
Less -  P resen t v a lu e ,  a t  a f te r - ta x  opportunity ra te  of 6%, 














0 $ 0 $100,000 $ 0 $ o $ 0 $ 0
1 15,000 93,000 8,000 7,000 3,500 + 3,300
2 15,000 85,440 7,440 7 ,560 3,780 + 3,364
3 15,000 77,270 6,830 8 ,170 4,085 + 3,431
4 15,000 68,450 6 ,180 8,820 4 ,410 + 3,493
5 15,000 58,920 5,470 9 ,530 4,765 + 3,560
6 15,000 48 ,630 4 ,710 10,290 5,145 + 3,627
7 15,000 37,520 3,890 11,110 5,555 + 3,694
8 15,000 25 ,520 3,000 12,000 6,000 + 3,762
9 15,000 12,560 2 ,040 12,960 6,480 + 3 ,836
10 15,000 0 2 ,440* 12.560* 6,280 + 3 ,504
$50,000 $100,000 $50,000 +$35,571
-$74 ,829
*The ac tu a l  ra te  is  be tw een 8.1% and 8.2% but to  simplify the 
c a lcu la t io n s  8% is u s e d .  The d iffe rences  in the  final figures 
are imm aterial to the  d e c is io n .
Borrow -  6%
(from i l lu s t ra t io n  on page 5 3)
Equivalent purchase  price:
P resen t v a lu e ,  a t  6%, of ten  paym ents of $12,250 each  $ 90 ,000
Down payment 10,000
- $ 1 0 0 , 0 0 0
Less -  p resen t v a lu e ,  a t  a f te r - ta x  opportunity ra te  of
6%, of tax  deductions  computed under SYD method + 39,981
-$  60,019
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This particu la r  method of a n a ly s is  em phasizes  a d irec t compari­
son of le a se  and debt f inanc ing , with the c a sh  purchase  a lte rna tive  
serving a s  a fo ca l  point only . This seem s to  be the  only way to  
exp la in  the  conc lu sio ns  th a t  lead  to  the immediate re jec t io n  of the  
lea s in g  p lan  and leave  the  v iew er indifferent a s  to the other two. If 
the fac t is  a cc ep ted  tha t  f inanc ia l  leas in g  h as  only the  a lte rna tiv e  of 
long-term  d e b t,  then  the  advantage  of th is  method becom es apparen t.
It cannot be sa id  th a t  the  in te re s t  c o s t  on lea s in g  or borrowing is  a 
l e s s  ex pensive  su b s ti tu t ion  for the more expensiv e  opportunity c o s t  of 
doing without fu n d s . Renting and borrowing both employ the technique
i
of conserv ing  p resen t equity  funds in exchange for the commitment of 
future fu nds . The d iffe rences  in  c o s t  are accou n ted  for on the b a s is  
of: (1) in te re s t  ra te s  charged , and (2) timing of dep rec ia tio n  tax  
deductions  .
H ow ever, i f  the  prem ise i s  a ccep ted  th a t  a l l  three p lans are 
te n a b le ,  then  i t  seem s log ica l  to  assum e tha t  the  consc io us  cho ice  of 
m anagem ent to  u se  borrowed funds g ives r ise  to  a p resen t value fac tor 
properly d iscoun ted  a t  the  opportunity r a te .  Both in te re s t  and dep re ­
c ia tio n  payments are due in the  future and the  re su ltin g  funds ava ilab le  
now can be employed to  earn  a ra te  of return equal to the opportunity 
r a te .  In e i th e r  even t,  both methods rea ch  the  same conclusion  a s  to 
the  re la tiv e  c o s t  of le a s in g  v e rsu s  purchasing  by debt financ ing .
CHAPTER IV
THE NON-QUANTITATIVE ELEMENTS OF THE 
DECISION TO PURCHASE OR LEASE
Although th is  chap ter  does have some quan ti ta t ive  i l lu s t r a t io n s ,  
the  main tex t  c en te rs  around d e c is io n  e lem ents other than  p resen t  
va lue  c o s t s .  Q uan tita tive  ca lcu la t io n s  c o n s is t  partia lly  of e s t im a te s .  
The c o s t  of c ap ita l  a n d /o r  the opportunity ra te  are  good e x a m p le s .
Even if i t  is  p o ss ib le  to pinpoint accu ra te ly  the  correc t p resen t value 
ra te ,  th is  ra te  i s  l ike ly  to change over a f iv e -  or te n -y e a r  period .
Then, too , the a n a ly s t  can  never be sure th a t  a l l  of the c o s t  fac to rs  
have been inc luded  in  the  various a l te rn a t iv e s .  A particu lar  le a se  
schedu le  may have the payments arranged to  inc lude  such  inc iden ta l  
c o s ts  a s  m ain tenance  and in su ra n ce .  The p ro spec tive  purchaser 
knows tha t  an  owner would have to  carry the burden of th ese  c o s t s .  
However, he i s  not sure of the e x ac t  do llar  amount s ince  the in c re ­
m ental portion of th e se  c o s ts  is  som etim es hard to  de term ine .
Perhaps th e  b e s t  approach is  to  acc ep t  the  lo w est  ca lcu la ted  
p re sen t  va lue  figure a s  the b es t  a lte rn a tiv e  u n le s s  there  are offse tting  
fac to rs  th a t  outweigh th is  ad v an tag e . This chap ter  con ta in s  c l a s s i ­
f ica tio n s  of th e se  n on -qu an ti ta t ive  fac tors and a lso  con ta ins  comments 
on the ir  v a lid i ty ,  or lack  of v a l id i ty .  In some w ay, i t  may be p o ss ib le  
to  trace  even th e s e  in tang ib le  co n s id era tio n s  back to  an even tua l
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dolla r  c o s t .  But s in c e  the methods for doing so  have  not been clearly  
defined , th e se  v a r ia b le s  will be placed in  a different ca tegory .
TREATMENT ON THE BALANCE SHEET
A survey made in  July, 1955, revea led  th a t  one out of every four 
p lant managers with obso le te  equipm ent fe lt  th a t  rep lacem ent of th e se  
a s s e t s  would reduce  production c o s ts  by a s  much a s  10 per c e n t .^  The 
rea so n s  most often g iven  for fa ilu re  to make th e s e  rep lacem ents  were:
(l) the  lack  of equity  and deb t sources of c a p i ta l ,  and {2) the  con ten - 
t ion  th a t  n e c e s sa ry  funds were too e x p en s iv e .  A dvocates of leas ing  
im m ediately  used  th is  rev e la tion  to support one of the ir  major argu­
m en ts .  They m ain tained  that property re n ta ls  could be nego tia ted  even 
when the com pany 's  equity  s truc tu re  did not o therw ise  allow for the 
add ition  of any funded debt a n d /o r  c ap i ta l  s to c k .  Thus, according 
to  the ir  co n ten tio n , the  techn ique  of leas ing  encouraged a m oderniza­
tion  program, w hile  ownership did not. Not only were the  leas ing  
avenues  apparen tly  w ider, but the  relatecf le a se  ob liga tions did not 
have  to be " c a p ita l iz ed "  in th e  ba lance  s h e e t .
R egardless of whether th is  type of reasoning  is  ra t ion a l  or no t,  
the  fac t  s t i l l  rem ains tha t i ts  im pact on b u s inessm en  has been
^Francis T. Knouss, "You Can Rent it-B ut Should You? " N.A.A. 
Bulletin , XLI, No. 2 (October, 1959, Sec tion  1), 75.
^Ibid.
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profound. The argum ent th a t  le a se  a d v o ca te s  u se  is  b a sed  on the 
a ssum ption  that ren ta l  ob liga tions  w ill  not appear on the ba lance  shee t 
and thus not in fluence  prospective  c re d i to rs .  To the  d ism ay of many, 
th is  premise has proved to  have much p rac tica l  v a l id i ty .  There is  
some question  as  to  what w ill  happen in  the  fu ture , e sp e c ia l ly  in view  
of th e  rec en t  volume of l ite ra tu re  w hich con ta ins  sev ere  c rit ic ism s of 
th is  p rocedure. The fac t  rem ains , how ever, th a t  the  right of the  
l e s s e e  to  omit ren ta l  ob liga tions  from h is  ba lance  sh ee t  has  given  
le s s o r s  a se lling  po in t.
For many y ears  i t  w as common prac tice  to record both operating 
and f inanc ia l l e a s e  payments a s  ordinary ex p en se s  in  the income 
s ta tem en t .  This policy  w as genera lly  accom panied fcy a la x n e ss  on 
the  part of management in d isc lo s in g  the  terms and other d e ta i ls  of 
long-term  com m itm ents. Recognizing the  problem cau sed  by th is  
o m iss io n ,  the American In s ti tu te  of C ertif ied  Public A ccountants 
is su e d  Accounting R esearch  Bulletin N o. 38 in  1949. This same 
b u lle t in  w as la te r  re is su e d  a s  C hapter 14 of Accounting Research 
Bulletin No. 43 in  1953. In the  te x t  of the  pub lica tion , the  authors 
faced  the  i s su e  of the lack  of d isc lo su re  by recommending th a t  the
3
following provisions be p laced  in the  f in an c ia l  s ta tem en ts  of l e s s e e s :
John H. M yers , Reporting of L eases  in  F inancia l S ta te m en ts , 
Accounting R esearch  Study N o . _4 (New York: American In s t i tu te  of 
C ertif ied  Public A cco u n tan ts , 1962), p .  2 .
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1„ The amount of the  annual le a s e  re n ta ls ,  a s  well a s  some 
ind ica tion  a s  to  the  number of periods th a t  they  are  payab le .
2. This information should be g iven  not only in the in it ia l  year 
but a s  long , th e re a f te r ,  a s  the  amounts involved are  m ateria l.
3. The important d e ta i ls  of any sa le  and le a se b a c k  t ran sac tio n  
should be d is c lo s e d .
The committee was re lu c ta n t  to  change the trad itio na l  a ttitude  
toward c a p i ta l iz e d  le a s e  c o n tra c ts .  They did in d ica te  th a t  le a s e s  
which w ere , in e f fe c t ,  in s ta l lm en t pu rch ases  should  be recorded a s  
s u c h .^  The conditions under which th is  s i tu a t io n  might e x is t  a re : '’
1. If the l e s s e e  has  the  r igh t a t  the  term ination  of the  con trac t 
to purchase  the  property a t  a nominal sum.
2 . If the  ren ta l  agreem ent s t ip u la te s  tha t the  payments may be 
applied  in whole or in part toward the  purchase  of the  a s s e t .
3. If re n ta ls  are  so far out o f  l ine  a s  to  g ive the  im pression  
th a t  the  con trac t i s ,  in e ffec t ,  a p u rch ase .
In 1962, the  au thor of Accounting R esearch  Study N o . 4_went 
even  further. He vo iced  the  opinion tha t payments which rep resen t 
the a c q u is i t io n  of property r igh ts  should be cap ita l iz ed  on the  b a lance  
s h e e t .^  This would be accom plished  by d iscoun ting , a t  an appropriate
^Ib id . , p . 139
'’ib id .
^ Ib id . , p . 5 .
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ra te  of in te re s t ,  the  property r ig h ts  and recording them both a s  an a s s e t
7
and a s  a l ia b i l i ty .  To the e x te n t  th a t  ren ta ls  rep resen ted  payments for 
se rv ice s  such  as m ain tenance  and  in su ra n ce ,  they  should merely be 
recorded a s  operating e x p e n s e s .
The author a ls o  la id  down what he considered  to  be spec if ic  
conditions under w hich  a ll  of the  ren ta ls  should be considered  an
g
a c q u is i t io n  of property r ig h ts .  These conditions are  a s  follows:
1. The le a se  period covers  p rac tica lly  a l l  of the  u se fu l  life of 
the  property.
2 . At the end of the l e a s e ,  the  property may be bought for a 
nominal p r ice .
3. The le a se  i s  n o n -c a n c e la b le .
4„ The con trac t c a lls  for fixed amounts n e c e ssa ry  to return to 
the  l e s s o r  h is  c o s t  p lus a fair  re tu rn .
5. Inc iden ta l  c o s ts  su ch  a s  ta x e s ,  in su rance  and m aintenance 
are paid by the l e s s e e .
Professor M y ers ,  author of ARS No. _4, a ls o  d isc lo se d  the c ir ­
cum stan ces  under w hich  p rac t ica l ly  none of the  re n ta ls  would be
g
considered  an acq u is i t io n  of property rights :
1. The le a s e  covers a very  short period of tim e.
7Ib id .
® Ib id ., p . 4 . 
^I b i d . } pp. 4 - 5 .
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2. The contract provides for no l e s s e e  options at te rm ina tion ,
3. The con trac t is  not n e c e s sa r i ly  n o n -c a n c e la b le .
4 .  Rents are  se t  a t  a com petitive  le v e l .
5. Inc id en ta l  c o s ts  such  a s  tax es  and in su rance  are borne by 
the l e s s o r .
6. Other se rv ice s  are  supplied  by the le s s o r .
A ctually , th is  l a s t  s e t  of conditions should be e a s i ly  reco g n iz ­
a b le ,  s ince  i t  con ta ins  most of the  c h a ra c te r is t ic s  th a t  are  a s so c ia te d  
with operating l e a s e s  as  they  are  defined in Chapter I .  The con troversy , 
then, c en te rs  around f inanc ia l l e a s e s .
The su c c e s s o r  to the Committee on Accounting Procedure is  the 
Accounting P rinc ip les  Board, which is  unwilling to  a cq u ie sc e  to the 
co n c lu s io n s  reached  by P ro fesso r  Myers in  h is re sea rch  s tudy .
In s te a d ,  the  Board s tay s  with the  premise th a t  f inanc ia l  le a s e  pay­
ments should only be c a p ita l iz ed  if they re p re se n t ,  in e ffec t ,  in s t a l l ­
ment p u rc h a se s .  At p resen t,  the  i s su e  is  s t i l l  very much u n se t t le d .  
B usin esses  generally  continue to show such  ob liga tions in a footnote 
manner, and le a se  proponents continue to  point to  th is  p rac tice  a s  an 
advan tage  for ren ting . This r a i s e s  two very  v i ta l  q u e s t io n s .  One 
q ues tion  re la te s  to  the manner in which the  c red it  s tanding of a 
company might be a ffec ted  by th is  p ra c t ic e .  The other r e la te s  to any 
advan tage  th a t  might re su l t  from the continuation  of th is  p ra c t ic e .
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Until recen tly ,  few res tr ic t io n s  were p laced  upon com panies th a t
ren ted  the ir  a s s e t s .  The main reason  for th is  was th a t  com paratively
l i t t le  lea s in g  was done . Then, too , the  u n iv ersa l  a ccep tan ce  of th e
trea tm ent of long-term  le a s e s  a s  operating ex p en ses  cau sed  a general
lax n ess  in their e v a lu a tio n . As lea s in g  became more popular, the
aw areness  of i ts  impact on the  f inanc ia l  structure  o f a firm a lso  grew.
A nalysts  began looking a t  ren ta ls  in the  same way th a t  they  looked a t
deb t.  This was done in an informal w ay . Severa l y ea rs  ago , the
Harvard Business Review conducted  a survey on the  ex ten t to  which
an a ly s ts  eva lua ted  le a s e s  when considering  the c red it  standing of a
prospec tive  c l ie n t .  The b a s ic  ques tio n  asked  w as w hether m aterial
le a s e  obligations were considered  when an a n a ly s is  of a com pany 's
c red it  s tanding  was m ade. The re su l ts  were not only in te res ting  but
a l i t t le  m is lead ing . All of the  responden ts  in d ica ted  tha t such  ob liga-
10
t ion s  were considered  when f inanc ia l  s ta tem en ts  were ev a lu a ted .  
S ev en ty -sev en  per cent s ta te d  tha t formal techn iques  were u s e d ,  such  
a s  cap ita l iz in g  the  le a se  ob liga tions a n d /o r  adding ren ta l  charges to 
in te re s t  expense  in the income s t a t e m e n t A  la te r  su rvey , how ever, 
revea led  th a t  in many c a s e s  the responden ts  had ind ica ted  what they 
thought should be done ra the r  than what was ac tu a lly  being done.
1(̂ Donald R. G ant, "A C ritica l Look at Lease F in a n c in g ," The 
C ontro ller, XXIX, No. 6 (June, 19 61), 311.
•^ Ib id .
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D esp ite  th is  in c o n s is te n c y ,  the  survey did rev e a l  th a t  a n a ly s ts  pay 
more a tten tion  to ren ta l  ob liga tions  than  many a cco u n tan ts  th ink  they 
do .
In the ensu ing  y e a rs ,  much has  been w ritten  on the  question
of how much d isc lo su re  should  be given  to long-term  l e a s e s .  In
fin an c ia l  c irc le s  the  very e x is te n c e  o f  th is  l i te ra tu re  h as  probably had
an in fluence  on the manner in which l e a s e s  are regarded . Today, i t  is
not uncommon to see  le a se  re s t r ic t io n s  th a t  prohibit the  i s su a n c e  of any
12further deb t w ithout the perm iss ion  of the l e s s o r .  This i s  in  addition 
to  the  u su a l  re s t r ic t io n s  th a t  e x is t  when the  p resen t va lue  of le a s e s  
is  added to  funded debt on the  ba lance  sh e e t .  The advan tage  afforded 
to lea s in g  by i ts  t rad itio n a l  ba lance  sh e e t  p resen ta tio n  i s  a rea l  one . 
However, a s  time goes by and more and more d isc lo su re  is  requ ired , 
f inan c ia l  l e a s e  ob liga tions w ill even tually  be c la s s i f ie d  in  the  same 
category a s  long-term  d e b t.  Even now the S ecu ri t ie s  and Exchange 
Com mission requ ires  th a t  a portion of ren ta ls  be added to in te re s t  
expense  in estim ating  the  adequacy  of fixed charge co v erag e . It is  
to be hoped that the comfort afforded le a s e  ad v o ca te s  by th is  p resen t 
s i tua tion  d im in ishes in the  future „
12 M yers, op . c i t . , p . 79.
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OBSOLESCENCE
The fear  of o b so le sc e n c e ,  pa rticu la rly  in  the  l a s t  few y e a rs ,  has
c au se d  many bus inessm en  to  turn to  le a s in g  a s  a hedge a g a in s t  th is
ev en tu a li ty .  Many re ta i l  s to res  are le a s e d  b ecau se  of the  p ro jected
13long-run  changes in shopping h a b i t s . There is  a lso  a strong tendency 
on the  part of management to  rent com puter fa c i l i t ie s  due to the  rapid 
changes  tak ing  p lace  in  th a t  f ie ld .  As a m atter  of fa c t ,  i t  i s  not 
uncommon to hear  the opinion e x p re sse d  th a t  the  company cannot 
afford to buy b ecau se  the  a s s e t  may have to  be updated  in a few y e a r s .
Before a full d is c u s s io n  of th is  fac to r can  be made, i t  is  n e c e s ­
sary  to p lace  o b so le sc e n c e  in the righ t p e rspec tive  by reviewing two 
s e ts  of d i s t in c t io n s .  In C hapter II, the  d ifference  betw een economic 
and tech n o lo g ica l  o b so le sc en c e  is  poin ted  ou t. The former occurs 
w hen, a l l  th ings co n s id e red ,  i t  is  deem ed b e s t  from a c o s t  and profit 
s tandpo in t to  rep lace  the  fac i l i ty .  The la t te r  occurs when a new a s s e t  
comes along th a t  can perform opera tions w ith more te c h n ic a l  pro­
f ic ien c y .  In C hapters  I and III, the d iffe rences  betw een operating 
and f in anc ia l  l e a s e s  are thoroughly d i s c u s s e d .  When an operating 
le a se  is  n eg o tia ted , the  en tire  r isk  i s  borne by the  le s so r  s ince  the
1 ^Donald R. G ant, " Illus ion  in  Lease F in an c in g ,"  Harvard 
Business Review, XXXII, N o. 2 (M arch-A pril, 1959), 128.
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14contract i s  u su a l ly  can ce l lab le  upon short n o t ic e .  If the  le s so r  is  
a lso  the m anufacturer, the  r isk  i s  not rea lly  th a t  g rea t  s in ce  tech n o ­
lo g ica l  o b so le sc en c e  can .be  contro lled  from the source by introducing 
new equipm ent a t predeterm ined, d isc re te  i n t e r v a l s .1  ̂ The e x is ten ce  
of a f in an c ia l  le a se  p resen ts  a s ligh tly  d ifferent problem. The apparent 
r isk  tha t i s  borne by th e  le s s e e  i s  the  same type of r isk  th a t  would
have been borne by th is  party if  he had ch o sen  to  borrow the  money
1 fito purchase  the  a s s e t .  The con trac t is  n o n -c a n c e la b le  and ren ta ls  
must s t i l l  be pa id . Sometimes the  le a se  can  be "paid o f f ,"  but a 
penalty  i s  u su a l ly  invo lved .
Regarding the  f i r s t  d is t in c t io n  mentioned above , i t  seem s to be 
a cc ep ted  p rac tice  throughout much of the  b u s in e ss  world to  assum e 
th a t  simply b ecause  new equipm ent is  b u i l t ,  rep lacem ent of the old 
equipm ent must fo llow . This i s  pa rticu la rly  true with regard  to com­
p u te rs .  The rapid  tech n o lo g ica l  advance of the  hardware has 
unfortunately  g iven  some com panies the im press ion  th a t  what they 
have is  sim ply not adequa te  for the  job a t  hand . In some c a s e s  th is  
im press ion  is  probably ju s t i f ie d ,  but in many o ther c a s e s  the  d es ire  
for the  l a t e s t  model s tem s from in tu itive  judgm ent, not from a w e ll ,
•^Richard F. Vancil, "L ease  or Borrow -  New Method of A n a ly s i s , " 
Harvard B usiness Review , XXXIX, No. 5 (Septem ber-O ctober, 1961), 126.
15Ib id .
16Ib id ,
thought out a n a l y s i s .  The d e c is io n  to  acq u ire  a new com puter, or any 
a s s e t  th a t  perform s fu n c t io n s  te c h n ic a l ly  b e t t e r ,  shou ld  be  su b je c te d  
to  th e  sam e c a p i ta l  budgeting  sc ru tin y  a s  any  o ther  p ro je c t .  The 
fac to rs  c a n n o t  a lw ays  be  q uan tif ied  but th ey  should  be  e x am in e d .
The d is t in c t io n  be tw een  opera ting  and  f in a n c ia l  l e a s e s  i s  an  
im portant o n e .  The le a s in g  argum ent lo s e s  much of i t s  apparen t 
v a lid i ty  w hen  the  a ssu m p tio n  is  made th a t  r e n ta ls  are  f ixed  for a fa ir ly  
long period  o f  t im e . In th e s e  c a s e s  i t  might even  be con tended  th a t  a 
c a s h  p u rc h a se  has  a d v a n ta g e s  s in c e  the  a s s e t  can  a t  l e a s t  be so ld  
w ithou t hav ing  to  pay off a deb t and  incu r a p en a l ty  c h a r g e . G enera l 
a rgum ents  of th is  ty p e ,  though , are  w eak u n le s s  accom pan ied  by a 
qu an tif ied  ex am p le . For p u rposes  of s im p lic i ty ,  the  num erica l e l e ­
m ents of C hap ter III w i l l  be u s e d .  The com pany has  th re e  c h o ic e s :
(1) P u rc h ase  for $ 1 00 ,0 00  c a s h  and u se  s u m - o f - t h e - y e a r s ’-d ig i ts  
d e p re c ia t io n ,  (2) L ease  a t  $15 ,00 0  a y e a r  for te n  y e a r s ,  the  am ounts 
being roughly  e q u iv a le n t  to  8 per c e n t  in t e r e s t ,  or (3) P u rchase  and 
borrow a t  6 per c e n t  a y e a r ,  a $10 ,0 00  down paym ent be ing  req u ire d .
The n e t  p re sen t  v a lu e  of e a c h  of th e s e  th ree  m ethods i s  $ 6 0 ,0 2 1 ,  
$55 ,200  and  $ 4 7 ,3 2 1 ,  r e s p e c t iv e ly .  This i s  shown on pages 52-53 of 
C hap ter I I I . Assum e th a t  a t  th e  end of f ive  y e a rs  a l l  fac to rs  point 
toward th e  d e s i ra b i l i ty  of re p la c in g  th is  f a c i l i ty .  It w ould  seem  th a t  
m anagem ent i s  faced  w ith  the ra th e r  thorny  q u e s t io n  of w hat to  d o .
This i s  re a l ly  not t ru e ,  h o w ev er .  The d e c is io n .h a s  a lre ad y  been  made
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by management when i t  is  determ ined tha t econom ic o b so le sc en c e  has 
taken  p lace .  The hard d e c is io n  comes when tech no lo g ica l  o b so lescence  
o c c u rs .  Then a d e c is io n  m ust be made as  to w hether econom ic o b so ­
le s c e n c e  has a ls o  occurred . The rea l  problem here  is  to  dec ide  which 
of the  three a l te rna tiv e  financing  p lans  would have  left the  company in 
the  b e s t  co s t  s i tua tion  a t  the  end of five y e a r s .  In other words, a t  the 
time the financing  d e c is io n  is  m ade, the  p o ss ib i l i ty  of o b so le sc en c e  
a t  the  end of five  years  in s te a d  of te n  might be co n s id ered . Taking 
the  p resen t v a lu e  c o s ts  of the c ash  purchase  a s  g iven , the  following 
s i tu a tio n  would ex is t:
ILLUSTRATION XII
C ash  Purchase 
(from previous chapter)
Tax After-Tax P resen t
Year C ash  Flows Savings C ash  Flows Value @ 6%
Purchase  C ost 0 -$ 100,000 9,091 -$1 00 ,00 0 -$ 100,000
D eprec ia tion 1 + 18,182 9,091 + 9,091 . + 8,573
D eprec ia tion 2 + 16,272 8,136 8 ,136 + 7,241
D eprec ia tion 3 + 14,546 7,273 + 7,273 6,109
D eprec ia tion 4 12,726 6,363 + 6 ,363 + 5,040
D eprec ia tion 5 + 10,908 5,454 + 5 ,454 "b 4,074
Sale  a t  end of
year  5-p ro ceed s
equa l to
Book Value + 27 ,366 + 27,366 + 20,272
$ 0 -$ 48,691
Even if  the  worst s itua tio n  developed a nd no re s a le value ex is ted
the  company would s t i l l  have the  ta x  w rite -o ff  which w ill  partia lly
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can c e l  out the  e ffec t of the  orig inal ou tlay . Taking the  previous 
exam ple and assum ing the lo s s  would be su b je c t  to a 50 per cen t  tax  
r a te ,  the p resen t va lue  of the  tax  benefit on the lo ss  of $27,366 would 
be $ 1 0 ,1 3 6 . Thus th e  net p resen t va lue  of owning would be $ 58 ,827 , 
s t i l l  lower than  the  $60,019 c a lcu la te d  on the  assum ption  th a t  the  
a s s e t  would be held  the  fu ll  te n  y e a r s .  The reason  for th is  should 
be obv io us . In terms of p resen t v a lu e ,  a sa lvage  v a lu e  is  worth 
more than  the  d ep rec ia tion  deductions taken  over what would have 
been  the  remaining l i f e .  Even a tax  d eductib le  lo ss  equal to  the  rem ain­
ing sa lv ag e  va lue  is  more va lu ab le  than  the  dep rec ia tion  d ed u c tio n s . 
This i s  true  becau se  of th e  timing of the  l o s s .  The tax  lo s s  would be 
l e s s  v a luab le  than  the dep rec ia tio n  w riteoffs only if  the  taxpayer had 
to  cance l  th is  c ap i ta l  lo s s  a g a in s t  o ther c ap i ta l  g a in s  in  an  equal 
am ount. Then the tax  benefit  would only be worth 25 per c e n t .  The 
important poin t th a t  needs  to be brought out he re , how ever, is  th a t  
even  when a purchased  a s s e t  becomes o b so le te ,  the  a s s e t  is  s t i l l  in 
the  hands of the  ow ner. U n less  the property in q ues tion  has  no 
re s id u a l  v a lu e ,  ow nership  is  l ike ly  to be worth more than any future 
tax  d e d u c t io n s .
The question  a s  to  which financing plan shows the sm a lle s t  
p resen t  va lue  c o s t  depends on the  nature of the  le a s e  or loan co n trac t .  
These agreem ents provide for varying ty p es  of penalty  c la u se s  a n d /o r  
arrangem ents for pa ss in g  t i t le  to  the  a s s e t .  The particu la r  p lans
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would need  to be examined and th e ir  p resen t va lue  c o s ts  e s t im a ted ,  
using  the techn iques  employed in  th is  p aper . If managem ent thought 
th a t  o b so le sc en c e  was l ike ly  to  occu r, i t  might be very re lu c ta n t  to 
engage in long-term  lea s in g  or borrowing. An es t im ate  of p ro jec ted  
p resen t va lue  cash  flows would undoubtedly a id  in making the  correct 
d e c is io n .
There might be a tendency on the part of management to  reduce 
the  le a se  term to five y ears  i f  i t  was faced  with a p o ss ib i l i ty  of 
o b so le sc en c e  within th is  period . This has  been  su g g es ted  in  some 
of the  l i te ra tu re .  If the  reduced ren ta l  period is  su b jec ted  to  a cap ita l  
budgeting c o s t  com parison , the  following figures re su lt:
ILLUSTRATION XIII
Lease -  5 years  -  8%
Tax After-Tax Presen t
Cash Flows Savings C ash  Flows Value @ 6%
Five Lease Payments -$120 ,000  60 ,000 -$ 6 0 ,0 0 0  -$ 5 1 ,8 3 6
This a s su m e s ,  of co u rse , th a t  the f iv e -y e a r  schedu le  o f  pay­
ments would be des ign ed  to recover the l e s s o r 's  c o s t  plus the  same 
8 per cent return  th a t  the  te n -y e a r  schedu le  would have g iv en . The 
ne t p resen t value of th is  arrangem ent i s  le s s  than  the  $55,200 p resen t 
va lue  cos t  in which ten  annual payments of $15,000 e ac h  w as a ssu m ed . 
Therefore, there  is  l i t t le  question  but tha t  the  reduced  le a s e  term 
would be more advan tageous than  the orig inal te n -y e a r  period . But
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there i s  s t i l l  th e  question  of w hether th e  f ive -y ear  n o n -can ce lab le  
le a se  would show  a lower p re sen t  va-lue c o s t  than the purchase  o f  th e  
property for c a s h ,  even if  th e  minimum depreciab le  period  were ten  
y e a r s .
A g lance  a t . th e  i l lu s tra t io n  on page 72 and the sub seq u en t p a ra ­
graphs w ill  g ive the  answ er. If the  pu rchased  a s s e t  co u ld  be d isp o se d  
of at. book, v a lu e ,  the  p resen t va lue  c o s t  of ownership is  $ 48 ,691 , and 
the an sw er is  " n o . " If the  a s s e t  had no re s id u a l  v a lu e  and the tax  
lo ss  had  to  be tak en  in s te a d ,  the  p resen t  value cost would be a t  l e a s t  
$58, 82 7, and th e  answ er would be " y e s .  " So the re la t iv e  advantage  
depends on the es tim ated  amount of the sa lv ag e  value th a t  would e x is t  
if o b so le sc e n c e  took p la c e .  Under e i th e r  c ircu m stance , the a s s e t  w ill 
be fu lly  paid for and the funds irrevocably  committed. The lower com­
para tive  cost w ill  depend on any number of fac to rs .  T hese  fac to rs  will 
inc lude  more th an  ju s t  the  in tu itive  judgm ent that a firm cannot buy 
b e ca u se  of the fea r  of hav ing  th e ir  fa c i l i ty  become o u td a ted . Under 
th e se  c irc u m s ta n ce s ,  it  i s  ev en  co nce ivab le  that a lo an  would be 
superio r to e i th e r  of the o ther  two m ethods.
When it  i s  poss ib le  for a company to  negotiate  an  operating 
l e a s e ,  the  burden o f  o b so le sc en c e  sh if ts  to  the l e s s o r .  The w il l in g ­
n e ss  of le s so r s  to  offer r e n ta ls  of th is  type  has been a s ign if ican t  
fac to r in  allowing com panies l ike  IBM to  continue to  ren t  most of i t s  
f a c i l i t i e s .  M ost of the l e a s e s  w ritten  by computer m anufacturers  are
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of th e  opera ting  ty p e .  M anagem en t,  w hen faced  with th e  cho ice  of a 
large in i t ia l  o u t la y  or a m onthly c a n c e l la b le  l e a s e ,  w ill  o ften  le a n  
tow ard the  l a t t e r .  An a n a ly s i s  of th e  va rious  c o s t  fac to rs  i s  ju s t  a s  
im portan t w hen  a n  o p e ra tin g  le a s e  i s  being  a n a ly z e d  a s  i t  i s  when a 
f in a n c ia l  l e a s e  i s  being c h e c k e d .  As a m atter  of fac t ,  th e  same to o ls  
can  be u s e d .
L esso rs  who offer th e  u se  of th e ir  property  in  re tu rn  for a 
c a n c e l la b le  l e a s e  try to  re c o v e r  th e i r  c o s t  in  a r e la t iv e ly  short period  
of t im e .  In th e  c a s e  of com puter equ ipm en t, th e  re n ta l  len g th  te n d s  
to  be abou t f iv e  y e a r s .  Anywhere a long  the  l in e  the  a s s e t ,  th e o re t ic a l ly ,  
c an  becom e o u td a te d .  W ith  an o pera ting  l e a s e  in  e x i s te n c e ,  the  
com pany can  c a n c e l  th e  re n ta l  o b l ig a t io n s  on th e  old a s s e t  and n e g o ­
t ia te  an o th e r  l e a s e  on th e  new . If th e  a-s-s-et had  been  p u rchased  for 
c a s h ,  th e  firm would e i th e r  have  to  s e l l  the  p roperty  or trad e  i t  in  to  
the  l e s s o r .  If o b s o le s c e n c e  w as e s t im a te d  to  occu r a t  th e  end of five 
y e a r s ,  th e  a n a ly s i s  would be e x a c t ly  the  sam e a s  the one i l lu s t r a te d  
tw o p a ra g rap h s  b a c k .  For a l l  p ra c t ic a l  p u rp o ses  th e  p re s e n t  v a lu e  
c o s t s  a re  th e  sam e a s  th e y  would be if  the  e x is te n c e  of a f iv e -y e a r  
f in a n c ia l  l e a s e  i s  a s s u m e d .  In f a c t ,  se v e ra l  ro u t in e s  cou ld  be d e ­
v e lo p e d .  Assume', for e x am p le ,  th a t  m anagem ent fe lt  th a t  the  f a c i l i t i e s  
m ight have  to  be u p da ted  a t  the end  of th ree  y e a r s .  U s in g  th e  sam e 
c o s t  f ig u res  an d  the  v a r ia b le s  a lre ad y  d ev e lo p ed  in  th i s  c h a p te r ,  the  
a l te rn a t iv e s  a re  a s  fo llow s:
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ILLUSTRATION XIV
C a sh  P urchase  
(from previous example)
Tax After-Tax P re se n t  
Year C ash  Flows Savings C ash  Flows Value @ 6%
Purchase  C ost 
D eprec ia tion  
D ep rec ia tion  
D eprec ia t ion  
Sale  a t  end of y e a r  
3 -  p roceeds  
equa l to  book 
va lue
0 - $ 1 0 0 , 0 0 0  - $ 1 0 0 , 0 0 0  - $ 1 0 0 , 0 0 0
1 + 18,182 $ 9 ,09 1  + 9 ,091  + 8 ,573
2 -I- 16,272 8, 136 + 8 , 136 + 7,241
3 + 14 ,546 7 ,2 73  + 7 ,273  + 6, 109
+ 51 ,000 + 51 ,000  + 42,600
-$  35.477
+ 25 ,500  + 25 ,50 0  + 21.300
-$  56,777
L ease  -  8% *
(from previous example)
Tax After-Tax P resen t  
C a sh  Flows Savings C a sh  Flows Value @ 6%
Three L ease  Paym ents -$ 7 2 ,0 0 0  $36 ,000  -$ 3 6 ,0 0 0  -$ 3 2 ,9 4 6
*Paym ents of $24 ,000  a year  des ign ed  to  recover c o s t  in five y e a r s  „
No sa lv a g e  v a lu e  a t  
end of year  3 -  
tax  lo s s  tak en  3
It would have been  ad van tageou s  to ren t s ince  th e  b es t  probable  
ow nersh ip  s i tu a t io n  would s t i l l  leave  th e  p resen t  va lue  c o s t  h ig h e r .  
Leasing  a d v o ca te s  are qu ick  to  point out th a t  a re s id u a l  value e q u a l  to 
the book va lue  i s  un like ly  b e c a u se  the  fac to rs  th a t  c a u se d  the a s s e t  to 
become o b so le te  a ls o  tend  to  d im in ish  th e  sam e a s s e t ' s  m arke tab ili ty .
Thus, if  d isco n tin u an ce  of th e  u se  of the  property were a n tic ip a te d  
before th e  end of five y e a r s ,  the  Cost fac to rs  in  th is  i l lu s t ra t io n  would 
seem to  poin t toward re n t in g .  The c o n trac t  would be c a n c e l le d  before 
the  a s s e t  w as paid  for in  r e n ta l s .  On th e  o ther  hand, a s  the  y ea rs  go 
by and u se  of the  a s s e t  c o n tin u e s ,  le a s in g  becom es more and  more 
d isa d v a n ta g e o u s .  Beyond five  y ea rs  th e  a s s e t  would be ov e rpa id . 
W hat m anagem ent i s  doing when i t  l e a s e s ,  th e n ,  i s  gambling tha t  the  
need for th is  pa rt icu la r  fa c i l i ty  will no t ex ceed  a ce r ta in  leng th  of 
t im e . If th i s  leng th  of time is  e x c e e d e d , m anagem ent th e n  has  the 
dubious priv ilege  of having the  right to  c a n c e l  a con trac t for f a c i l i t ie s  
th a t  have  a lready  been ov e rp a id . The lo ca tio n  of the  b reakeven  po in t 
d e p en d s ,  among o ther th in g s ,  on the  com pany 's  es t im ate  of the r e s i ­
dual v a lu e s  a t  se v e ra l  po in ts  in t im e . C e r ta in ly ,  how ever, i t  is  a 
b it  of an  overs im p lifica tion  to  say  th a t  the p u rchase  of an a s s e t  i s  a 
gamble w hile  the  nego tia t ion  of an operating  le a s e  is  n o t .
THE DEFERMENT SERVICE
One of the  se rv ice s  provided by a l e a s e  i s  the  granting of a 
deferm ent of monetary o u t la y s .  There i s  some con troversy  a s  to 
w hether th is  se rv ice  is  un ique  or n o t .  It i s  co n ten ded , on the  one 
hand , th a t  l e a s e s  provide two th in g s  th a t  a re  not a lw ays a v a i la b le ,  
even w ith  borrowing. T hese  are*.
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171. The f inanc ing  of 100 per cen t of th e  pu rchase  p r ice .
18
2 „ A con trac t  th a t  does no t re s t r ic t  a d d it io n a l  l e a s e  f in an c in g .
T hese  con ten tions  are t ru e ,  but th ey  shou ld , n e v e r th e le s s ,  be
d i s c u s s e d .  A 100 per cen t  loan  secured  through lea s in g  is  rea l ly  an
u n secu red  advance  b a sed  on th e  l e s s e e 's  c re d i t  w o r th in ess .  A
company w ith  a strong cred it ra ting  could probably a ls o  secu re  a 100
per cen t lo a n ,  a t  l e s s  c o s t .  A ctually , the  bulk of l e a s e  financ ing  is
done by com panies w ith  strong c red it  r a t in g s .  T hese same com panies
2 0could borrow if th ey  d e s ire d .
The second  con ten tion  i s  a na tura l ex te n s io n  of the  f i r s t .  
Com panies w ith  strong c red it  ra t ings  can  borrow if  th ey  ch oose  to  do 
so .  Some of the re a so n s  why they  do n o t ,  r e la te  to  fac to rs  a lready  
d i s c u s s e d .  Then, to o ,  there i s  the m atter  of co n v en ien ce .  F inally , 
there is  a q u es tio n  concern ing  the  p rac tice  of exclud ing  from the  le a s e  
agreem ent ce r ta in  re s t r ic t io n s  th a t  would o ften  go in to  the  loan  con­
t r a c t .  If the  a n a ly s ts  do ignore  ren ta l  p ro v is ions  in  the  f in a n c ia l  
s ta te m e n ts ,  the  e ffec tiv e  c o s t  o f  lea s in g  i s  probably low ered . As was 
pointed out in  an e a r l ie r  s e c t io n ,  how ever, r e s t r ic t io n s  on le a s in g  are 
becoming more and more common.
^I b id . , p . 123 .
18 G ant, "A C r i t ic a l  Look a t  Lease  F inanc ing , " o j d , c i t . , p .  277.
19 Vancil, o j d . c i t .  , p .  123.
20 Gant ,  "A C r i t ic a l  Look a t  Lease  F in a n c in g . 11 o p . c i t .  , p .  277.
THE PACKAGING FUNCTION
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Companies th a t  offer th e ir  property for ren t l ike  to point to  a
se rv ice  th a t  offers the ir  custom ers a unique packaging of c o s t s . This
is  t ru e ,  particu larly  in  f inanc ia l  l e a s e s  where the le s s e e  is  assum ing
a position  akin to  th a t  of a long-term  c red ito r .  This feature of lea s in g
should not be underra ted . When b u s inessm en  are faced  with the
p ro sp ec t  of s ligh tly  higher le a s e  c o s t s ,  they  should consider  th e  fac t
tha t  trad itiona l  f in an c ia l  l e a s e s  inc lude  some c o s t  fac to rs  th a t  would
have to  be handled sep a ra te ly  i f  the a s s e t  were p u rchased . Some of
th e s e  ownership c o s ts  are not easy  to  pinpoint b ecau se  they  are
included  in overhead . The package th a t  a le a se  offers u su a l ly
21in c lu d es  the  following:
1. C ost of the  equipm ent.
2 . In te re s t  on the  money u s e d .
3 . Commitment fee s  for bank loans furnishing the  money to 
purchase  the property .
4 .  The c o s t  of com pensating  b a lan ces  required by the  lender.
5 . Legal f e e s .
6. Adm inistrative c o s t s .
7 . The th ird  party fee  for arranging the t r a n s a c t io n .
21Vancil,  op.  c i t . , pp.  126-127.
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Since operating le a s e s  do not en ta i l  re la t io n sh ip s  sim ilar to  that 
of a long-term  cred ito r, the same packaging c o s ts  are not u su a l ly  
o ffered . L eases  of th i s  type do often inc lude  such  th ings  a s  m ain­
te n a n c e ,  ta x e s  and in su ra n ce .  Firms som etim es fee l  tha t  repa ir  
se rv ice  will be more re l iab le  if  the  v e s te d  in te re s t  in  the  a s s e t  i s  in 
th e  hands of a le s s o r .
THE INSURANCE FACTOR
If ren ted  property should be partia lly  or com plete ly  destroyed  
by f ire , the landlord , in  certa in  s i tu a t io n s ,  could hold the ten an t l iab le  
for n e g lig en c e .  This con tingency  would undoubtedly c a u se  th a t  le s se e  
to  consider  very  se r io u s ly  the need  for purchasing l ia b i l i ty  in su ra n ce .  
T his p ro tec tion  plus th e  land lo rd 's  in su rance  premium, probably 
inc ludab le  in  the  l e a s e  c o s ts ,  would c rea te  a double burden to  the  
l e s s e e . ^  This amount should be added to  the  ren ta ls  in any q u an ti­
ta t iv e  com parisons.
THE OWNERSHIP TAX COSTS
It has  been  pointed out by leas ing  ad voca tes  th a t  ownership 
invo lves the  addition of certa in  item s such  a s  property and franch ise  
t a x e s .  Some s ta te s  tax  on the  b a s is  of th a t  portion of the  com pany 's
22 M yers ,  op_. c i t . , p . 94.
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b u s in e ss  th a t  is  app licab le  to  tha t  particu la r s t a te .  This tax  fac tor is
often  computed by tak ing  the  ra t io  tha t e x is ts  be tw een  the to ta l  fixed
23a s s e t s  owned and th a t  portion u se d  in the  tax ing  s t a te .  S ince 
l e a s e s ,  a t  th is  s ta g e  of developm ent, a re  not p laced  on the  balance  
sh e e t ,  no franch ise  ta x  would be lev ied  a g a in s t  them .
W hile the  above s ta tem en t is  t ru e , i t  is  doubtful tha t th e  amount 
of ta x  involved would be a m arginal fac tor in  the  d e c is io n .  It i s  a lso  
quite  like ly  tha t  th is  le s so r  ownership c o s t ,  along with o th e rs ,  would 
be p a sse d  on to  the  le s s e e  and included  in  the to ta l  payment sc h e d u le .
BANKRUPTCY
The claim  of the  landlord in bankruptcy proceedings i s  weaker
than  th a t  of a cond itional s e l le r  or a m ortgager. The purchaser might
lo se  not only the u se  of the  property but might be l iab le  for a large
24defic iency  judgment a s  w e l l .  A l e s s o r 's  c laim  in  l iqu ida tion  is
lim ited  to  one y e a r 's  ren ta l;  in  reo rgan iza tion , the  claim is  lim ited
2 Sto three y e a r 's  r e n ta l s .
There seem s to  be a very  serious q ues tio n  a s  to w hether a 
company should b a se  i ts  d e c is io n s  on th e  p o ss ib i l i ty  of a b u s in e ss
23
W ayne I .  Keller, M anagem ent Accounting for Profit Control 
(New York; M cG raw -H ill Book Company, I n c . ,  1957), p . 366.
24Sidney I .  Simon, "The L ease-O ption  Plan -  I ts  Tax and 
Accounting Im p lica t io n s ,"  The Journal o f  Accountancy (April, 1962), 
p .  39.
25Ibid .
fa i lu re .  If conditions like th is  are thought to e x is t ,  the investm ent 
a lte rna tive  is  l ike ly  to  be n e g a t iv e . Thus the manner in w hich the  
a s s e t  i s  f inanced would have no m eaning. If a l l  th e  other fac to rs  
tended to  balance them se lves  off, the c laim  in bankruptcy m ight have 
to  be considered  in  order to  swing the  d ec is io n  one way or another; 
o th erw ise , it  should be ignored .
OTHER FACTORS
In a period of in f la tion , leasing  provides a hedge s in ce  cheaper
26dollars  w ill  be paid  in the  fu ture . This is  an ad v an tag e , however, 
only w hen compared to  a c a s h  p u rch a se .  The same hedge can  be 
ach ieved  through in s ta l lm en t debt f inanc ing .
In te re s t  expense  i s  not allowed a s  a deduction  in  arriv ing  at
27
reim bursable  amounts due from the government in  defense  c o n tra c ts .
Also, many a s s e t s  u sed  in defense  con trac ts  are sp e c ia l  purpose and
2 8have l i t t le  or no market va lue  beyond the  contract term . No further 
d is c u s s io n  of th is  fac tor w il l  be made a t  th is  p o in t .  The su b je c t  of 
governm ental f inancing d e c is io n s  will be taken up in  fu ll in  Chapter VI.
2 6James H. McLean, "Economic and Accounting A spects  of Lease  
F in anc ing ,"  F inancia l E x ecu tiv e , XXXI, No. 12 (December, 1963), 21 .
27 Frank S. Lyndale, "Leasing Equipment -  W hat Are th e  
"Advantages? " N .A .A . B u lle tin , XLI, N o. 12 (August, 1960, Section 1), 
16.
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The budgetary routine th a t  many com panies go through often 
a llow s le a s e s  to  be approved e a s ie r  than c a p i ta l  a c q u is i t io n s .  The 
too ls  for evaluating  the  payback on purchased  a s s e t s  seem  to  be b e tte r  
developed than  tho se  tha t dea l w ith ren ted  property . The s i tu a tion  
here i s  s im ilar to  the  one in  w hich  le a s e s  are not a s  fully eva lua ted  
by a n a ly s ts  a s  are recorded l i a b i l i t i e s .  This is  an advan tage  of lea s in g  
th a t  rea l ly  should not e x is t .  As corporate o fficers  become more aware o f 
the rea l burden of l e a s e s ,  e sp e c ia l ly  f in an c ia l  l e a s e s ,  th is  d ifference  in  
trea tm ent w ill  d im in ish .
LEASE-OPTION PLANS
This paper would not be com plete without some comments on th e  
various ram ifica tions of le a se -o p t io n  p la n s .  This fea ture  of le a s in g  
has g iven  the  p rospective  ren te r  the opportunity to postpone the 
ownership d e c is io n .  This c o n c e ss io n  is  not w ithout i ts  c o s t ,  how­
ever, s in ce  many p lans c a l l  for the payments in the  in i t ia l  y ea rs  to  be 
a c c e le ra te d .  By th e  time the l e s s e e  ac tu a l ly  g e ts  around to  buying 
the  a s s e t ,  he may have paid  out in ren ta ls  the  amount of the  purchase  
price p lus in te re s t  on funds he w as a llow ed to  u s e .  The rea l  
advantage  re su l ts  from the  fac t  tha t  the  l e s s e e  has th is  r ight to 
acquire  the  a s s e t .
U sually  the  le a s e  runs for a d efin ite  term with the  l e s s e e  being 
given the  option to  purchase  a t  an ea r l ie r  d a te .  Some l e a s e s  do not
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h a v e  an  e x p ira t io n  d a te  a s  su c h  but exp ire  e i th e r  w hen  th e  l e s s e e
29w is h e s  or w hen  the  r e n ta l s  r e a c h  a p rede te rm in ed  am o un t.  The
m anner in  w h ich  r e n ta l s  ..apply toward, the  p u rc h a se  p rice  v a r i e s  w ith
th e  p a r t ic u la r  p la n .  In  g e n e r a l ,  th e  a rran g em en t c a l l s  for th e  o u t la y s ,
or some port io n  of th e m , to  ap p ly  tow ard  th e  p u rc h a se  of th e  a s s e t .
The q u e s t io n  a lw a y s  a r i s e s  a s  to  w h e th e r  th e  e n tire  t r a n s a c t io n
m ight be ru le d  a p u rc h a se  for t a x  p u r p o s e s .  The co u rt  h is to ry  on th is
30m atte r  i s  more co n fus ing  th a n  e n l ig h te n in g .  Some of th e  e a r ly  tax  
c o u r t  d e c i s io n s  took  th e  v iew  th a t  a l l  of th e  pay m en ts  prior to  th e  
e x e r c i s e  of th e  op tion  w ere  r e n t .  In  e f f e c t ,  no e q u ity  had  been  
a c q u i re d .  O ther d e c i s io n s  during th a t  sam e  pe riod  v o ic e d  an  o p p o s i te  
v ie w p o in t ,  ru ling  th a t  a l l  r e n ta l s  prior to  th e  e x e r c i s e  d a te  w ere  part 
of th e  p u rc h a se  p r ic e .
In 1948, the  c o u r ts  ad o p te d  a fa ir ly  r ig id  m e c h a n ic a l  t e s t .  The 
a c tu a l  l e a s e  paym en ts  w ere  m ea su re d  a g a in s t  a  f a i r  r e n ta l  s ta n d a rd .
If the  am ounts  w ere  s u b s ta n t ia l ly  above  th i s  s ta n d a rd ,  an  e q u ity  w as  
a p p a re n t ly  be ing  a c q u i r e d .  A la rg e  a d v a n c e  paym en t or a sm a ll  
o p tion  p r ice  w as  a l s o  c o n s id e re d  in d ic a t iv e  of an  in te n t  to  acq u ire  
th e  a s s e t .  S t i l l  l a t e r ,  th e  c o u rts  ch an g e d  a g a in  and  d ropped  th e  
m e c h a n ic a l  t e s t s  in  fav o r  of a more f le x ib le  a t t i tu d e  th a t  s t r e s s e d  th e
29 Simon, o p . c i t . , p .  40 .
30I b i d . , p p .  4 1 - 4 2 .
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in ten t  o f th e  p a r t ie s  in v o lv e d .  Today, i t  is  d if f ic u lt  to lay  dow n any
defin ite  s e t  of g u id e l in e s  and say  w ith ce r ta in ty  th a t  the  p lan  w ill  or
will not be ruled a p u rc h a s e .  The In te rn a l  Revenue Code i t s e l f  is  of
l i t t le  h e l p . It s t a t e s  th a t  d e d u c tio n s  from ta x a b le  incom e in c lu d e
re n ta ls  of property o th e r  than  property  to  which th e  tax p ay er  i s  tak ing
31ti t le  o r  h a s  some e q u i ty .  This am ounts  to de fin ing  a p u rc h a se  in 
terms of i t s e l f .
Revenue Ruling 55-540 d o e s  s e t  down c e r ta in  c o n d it io n s  under
32which a  l e a s e  w ill  be ru led  a s a l e .  T hese  c o n d it io n s ,  i f  th ey
e x is t ,  w ould  tend  to  g ive  th e  im p re ss io n  tha t the  p a r t ie s '  r e a l  in ten t
\
is  to  t r a n s fe r  t i t l e  to  the  p ro p e rty .  They include  su c h  th in g s  a s  large
in i t ia l  p aym en ts ,  sm a ll  op tion  p r ic e s ,  o r the  r ig h t  to  take  t i t l e  to  the
a s s e t  up on  re c e ip t  of a c e r ta in  do lla r  sum  by the  l e s s o r .
A lthough the  r e s u l t  of court  d e c i s io n s  and rev en ue  ru l in g s  s t i l l
leave  th e  q u e s t io n  u n a n sw e re d ,  there  a re  c e r ta in  g u id e l in e s  th a t  a
le a se  ag reem en t c an  follow th a t  w ill  a id  in  in su r in g  th a t  i t  i s  not
33regarded  a s  a s a le :
1 . No part of th e  r e n ta ls  should  be d e s ig n a te d  as  b e in g  ap p li­
cab le  to  th e  acq u ir in g  of an  e q u ity .
3 1I b i d . . p .  4 0 .
^ I b i d . . p .  4 2 .
33 McLean,  o p . c i t . , p .  19.
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2 . No p ro v is io n  should be made for th e  p a s s in g  o f t i t l e  a f te r  a 
c e r ta in  amount o f  r e n ta l s  are  p a id .
3 . R en ta ls  shou ld  not be u n u su a l ly  h igh  at th e  beginning  of 
the  l e a s e  pe riod  and  u n u su a lly  low  a t  the  e n d .
4 . Paym ents sho u ld  not be  g rea tly  in  e x c e s s  of the  fa ir  re n ta l  
v a lu e  of the  p ro p e rty .
5 . The op tion  p r ice  should  be fa ir ly  c lo se  to  th e  a p p ra ise d  
v a lu e  of the a s s e t  a t  th e  time th e  option i s  e x e r c i s a b le .
6 . No p a rt  o f  th e  re n ta ls  shou ld  be d e s ig n a te d  a s  i n t e r e s t .
Here a d e l ic a te  b a lan ce  e x i s t s . The above s t ip u la t io n s  w ill  
p robably  r e s u l t  in  f ix ed  ren ta l  paym ents of th e  sam e am ount, w ith  no 
p rov is io n  for l e s s e e  equ ity  c la im s .  The o u tla y s  w i l l  a ls o  be in  line  
w ith  fa ir  r e n ta l  p r ic e s  on th e  sam e p rop erty .  If th e  option  d a te  is  
more th an  a  few y e a rs  off and th e  option p r ice  is  no  lower th a n  the  
a p p ra ise d  a s s e t  v a lu e ,  the  p lan  might prove to be u n d e s i r a b le .  The 
l e s s e e  would f e e l  th a t  he is  b e in g  forced to  pay for th e  a s s e t  in  
r e n ta l s  before he h a s  th e  r ight to  buy i t .  On the o th e r  h a n d , th e  
s e t t in g  of th e  op tion  d a te  could prove to  be  an u n s a t is f a c to ry  a rran g e ­
m ent for th e  l e s s o r  b e c a u se  th e  e x e rc is e  o f  th is  o p t io n  could  le a v e  h is  
to ta l  c a s h  r e c e ip t s  sh o rt  of th e  recovery  of h is  c o s t .  Thus, th e  
optimum p lan  from a t a x  s ta n d p o in t  might no t be th e  optimum f in a n c ia l  
a r ra n g e m e n t .
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N e v e r th e le s s ,  the le a s e -o p t io n  can  re su l t  in an a ttrac tive  s i tu a ­
tion for the  u se r  of c ap ita l  a s s e t s .  The a lte rn a tiv e  i s  a lw ays th e re .
In c a s e s  where the  re s id u a l  market for property f a l l s  co n s iderab ly , the  
ren ter can  leave  the  option a lone  and i f  he has not a lready  paid for the  
a s s e t  through re n ta ls ,  he w il l  s t i l l  be b e tte r  off than  an owner.
CHAPTER V
THE DECISION ELEMENTS AS RELATED TO THE COMPUTER
Although i t  som etim es seem s th a t  com puters have been  around a l l  
of our l iv e s ,  the ir  a c tu a l  developm ent i s  fairly  re c e n t .  In 1944,
Howard Aiken of Harvard U nivers ity  developed  a machine ca lled  the 
Mark I .  I ts  te c h n ic a l  name w as Automatic Sequence Controlled C a lc u ­
la to r .  I t  w as  e s s e n t ia l ly  e lec trom echan ica l  in nature and w as u se d  in  
connec tion  w ith the  developm ent of m ilitary equipment during World 
War I I . 1 Not u n t i l  1947 w as the  e lec tron ic  computer f i r s t  m anufactured, 
and i t  w as  1951 before the  f i r s t  com m ercial e lec tron ic  computer w as
produced . This w as the  famous UNIVAC-I w hich  w as u se d  to  p rocess
2
b u s in e ss  da ta  in  O ctober, 1954. It w as followed c lo se ly  in  
Decem ber, 1954 by the  "M odel T" of com puters , the IB M -650.'1
After th is  s t a r t ,  the  ra te  of p rogression  becam e a lm ost 
geom etric . Today, the  computer i s  a lm ost a household  word when 
used  in  connec tion  w ith medium and large s c a le  b u s in e ss  o p e ra t io n s .
*  r
In June, 1965 the Federal Government a lone  w as  reported to  be making
Orville  C . E lliott and Robert S . W a s le y ,  Business Information 
P rocess ing  System s (Homewood, I l l in o is :  Richard D . Irwin, I n c . ,  
1965), p .  206.
2Ibid_., p .  207.
3I b i d .
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u s e  of some 2 , 200  p ie c e s  of EDP equ ipm ent. The im pact on b u s in e ss  
and governm enta l o p e ra t io n s ,  th e re fo re ,  has  been  trem end ous . Yet, the 
in troduc tion  of the  com puter h a s  a ls o  upheld  the  v a lid i ty  of the  old 
say in g  th a t  "the more th ings  ch an g e ,  the  more they  rea l ly  s ta y  the 
s a m e . 1 In dec id ing  upon the fe a s ib i l i ty  of an ad v an ced  d a ta  p ro ce ss in g  
sy s te m , a b u s in e ss  should  su b je c t  th is  type of p roposal to  the  same 
sc ru tiny  th a t  would be made on any o ther  a n t ic ip a te d  c a p i ta l  o u t la y .
The fa i lu re  to do th is  a lw ay s i s  perhaps  the g re a te s t  s in  th a t  firms 
commit in  re la t io n  to  th e  a c q u is i t io n  of com puter i n s t a l l a t i o n s . Eco­
nomic o b so le sc e n c e  is  frequen tly  assum ed  to have occurred  w hen , in
4
a c tu a l i ty ,  te c h n o lo g ic a l  o b so le sc e n c e  is  the  only th ing th a t  h a s  rea l ly  
h a p p en e d . It i s  not a lw ays e a sy  to  r e s i s t  the  te m p ta t io n  to  buy new 
equipm ent for i t s  own s a k e ,  but th is  tem pta tion  should  be fought.
L ikew ise , the  financ ing  d e c is io n  th a t  m anagem ent fac es  is  
b a s ic a l ly  the  sam e. Once the  fe a s ib i l i ty  study  has  b een  made and 
the  n eed  for com puters v e r if ied ,  th e  sam e c a p i ta l  budgeting tec h n iq u e s  
should  be em ployed . The a l te rn a t iv e s  should  be a rray ed , eac h  w ith 
th e ir  r e s p e c t iv e  p resen t  v a lu e  c o s t  com puted . This could be done in 
a c c o rd a n c e  w ith the  te c h n iq u e s  i l lu s t r a te d  in  C hap te r  III . W ith  th is  
a n a ly s is  a s  a b a s ic  g u id e ,  the  in ta n g ib le s  should  th en  be c o n s id e re d .
^The C ontro ller G enera l of The United States, Report to  the  
C o n g ress  of the  U nited S ta te s  -  M anagem ent of Automatic Data 
P ro c ess in g  F a c i l i t ie s  in  the  Federa l Government (W ashington,
D . C . :  U . S. Government Printing O ff ice ,  A ugust, 1965), p .  2.
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These in ta n g ib le s  w ere  d i s c u s s e d  in C hapter IV, and to  a l e s s e r  ex ten t 
in C hap ter  III . They should  no t be underra ted , b e c a u se  i t  i s  en tire ly  
p o ss ib le  th a t  th ese  in tan g ib le  v a r ia b le s  cou ld  override the  c o s t  
sav ing  e le m e n ts .  T here  i s  e v id e n c e  th a t ,  e sp e c ia l ly  in the  c a s e  of 
th e  com puter, they som etim es d o .  For exam p le , the  p ro jec ted  leas ing  
of com puter equipm ent for a pe riod  of s e v e ra l  y ears  might show a 
s ligh tly  h igher  p re s e n t  value c o s t  than p u rch as in g , but the company 
might s t i l l  be w illing to  rent th e  equipm ent s in ce  a m onthly, c a n c e l l ­
a b le  l e a s e  i s  con tem pla ted .
THE UNIQUENESS OF THE COMPUTER
If th e re  is no th ing  b a s ic a l ly  d ifferen t about the  v a r ia b le s  th a t  
a re  co n s id e red  when computer f inanc ing  i s  con tem p la ted , th en  there 
i s  a re a l  ques tion  a s  to  why a s p e c ia l  s tudy  should be m ade . This 
study i s  uniquely  im portan t for the  following re a so n s :
1. The need a n d  desire  o f  many firms to  ob ta in  the  u s e  of 
computer fa c i l i t ie s  h a s  focused  a lm ost u n iv e rs a l  a tten t io n  on the  
f inanc ing  problems t h a t  are in v o lved  in ob ta in ing  th e s e  f a c i l i t i e s .
These problem s n e ed  to  be p la c e d  in th e ir  proper p e rs p e c t iv e ,  and 
th is  can  be done by drawing on th e  fac to rs  d i s c u s s e d  in  C hap te rs  III 
and  IV an d  rela ting  them  to th e  com puter.
2 .  There is  on e  p a rt icu la r  factor th a t  i s  a lm ost overbearing
in i ts  e f fe c t  on com puter f in an c in g  p la n s .  This fac to r  i s  o b s o le s c e n c e .
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D esp ite  the  e x is te n c e  of cost s tu d ies  th a t  show the  in te re s t  ra te s  on 
lea s in g  to  be re la tiv e ly  h igh, businessm en  are s t i l l  re lu c tan t  to  buy.
The rea so n  so  often given  for holding th is  point o f  view i s  th a t  there 
is  a lw ays th e  danger of the equipment becoming o b s o le te . G eneral 
s ta tem en ts  of th is  so r t  do not u sua lly  inc lude  a d is t in c t io n  betw een 
tec h n o lo g ic a l  and economic o b s o le s c e n c e .  In many c a s e s ,  though, 
it  i s  the  th rea t  of tec h n o lo g ic a l  o b so le scen ce  th a t  c a u se s  the  fea r .
This is  not to  say  th a t  th is  h e s i ta n cy  on the  part of management 
has  no ra t io n a l i ty .  The a n a ly s is  in C hapter IV showed th a t  under cer­
ta in  conditions the abrupt h a l t  in a s s e t  u sa g e  would re su l t  in  a higher 
p resen t  va lue  c o s t  for purchasing  than for le a s in g .  However, i t  a lso  
show ed th a t  g iven ce rta in  o th er  cond it ion s , the c o s t  o f purchasing  
would ac tu a lly  be l e s s .  The exac t  f ig u re s ,  of c o u rse ,  would depend 
on such  th ings a s  th e  re la tionsh ip  of th e  ren ta ls  to  the a s s e t  p r ice ,  
th e  leng th  of time th e  a s s e t  w as  h e ld , and  the re s id u a l  va lue  a t  the 
da te  of d isp o s i t io n .  As was pointed out in  C hapter IV, economic 
o b so le sc e n c e  s t i l l  le a v es  th e  a s s e t  in th e  hands of the ow ner. In 
the  c a s e  of a ! le a s e ,  management may not be burdened with the  equip­
ment; bu t,  th is  fac to r  w ill be of l i t t le  benefit  if  they  have a lready  
"paid" for the computer through r e n ta ls .
The use  o f  a computer does p re se n t  a sp e c ia l  s i tua tion  th a t  
ten d s  to  reinforce b u s in e ssm e n 's  re lu c tan ce  to b u y . Since the  manu­
fac tu re rs  do most o f the le a s in g  and se l l in g  of th e  equipm ent, they  are
in  a  position  both to  determ ine when tech n o lo g ica l  o b so le sc en c e  w ill 
tak e  p lace  and to  help determ ine when econom ic o b so le sc en c e  w ill  
oc cu r .  Computer m anufacturers who a c t  a s  le s s o r s  des ig n  the  ren ta ls  
so  th a t  the price of the  equipment w il l  be recovered  w ithin  3 to 5 
y e a r s .  With te c h n ic a l  innovations occurring a t  such  a rapid ra te ,  it  
i s  conce ivab le  and even  probable th a t  important changes in the. ha rd ­
ware w ill take  p lace  during th e se  d isc re te  time p e r io d s .  These 
changes  cau se  management to ev a lu a te  c r i t ic a lly  i t s  own system  a t 
a tim e when th e  a s s e t  i s  in  the  p ro cess  of being fully  paid for through 
r e n ta l s .  The changeover c a u se s  no f in an c ia l  u n ce r ta in t ie s  b e ca u se  a 
new le a se  is  merely su b s ti tu ted  for the  old o n e .  The company need 
no t worry about the  d isp o sa l  of an  owned a s s e t  b e ca u se  there  i s  none .
Here, once a g a in ,  the  m anufacturer ca rr ies  something of a whip
h a n d . The market for u se d  computers i s  not a s  firm and p red ic tab le  as
i t  is  for something like a u to m o b ile s . The s a f e s t  thing for management
to do if  it  owns the  equipment i s  to  trade i t  in  on the  new m odel. Any
po ten tia l  tax  lo s s  would then  have to  be deferred  and added to  the
b a se  of the new a s s e t .  Thus, th e  m anufacturer, through his t ra d e - in
p o licy ,  le a se  payment sch ed u le ,  and hardware c h a n g e s ,  can ind irec tly
s te e r  the u se r  of the equipment toward one part icu la r  financing m ethod.
One firm, for exam ple , s ta ted  th a t ,  d e sp i te  the  "consent" decree  of
se v e ra l  y ears  ago , 90 per cen t of the ir  custom ers s t i l l  le a s e  th e ir
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equipm ent. A member of a p ro fess io n a l  accoun ting  firm a lso
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ind ica ted  th a t  u n le s s  the  an tic ip a ted  u sa g e  time for the ir  c l ie n ts  was 
fairly  w e ll  known, they ad v ised  a g a in s t  p u rch as in g .
U ncerta in ty  breeds cau tion ; there  i s  l i t t le  question  about th a t .
Nor i s  i t  n e c e s s a r i ly  irra t ion a l  for m anagement to le t  in tang ib le  factors 
and a se n se  of uncerta in ty  override the  re s u l t  of c o s t  a n a ly s e s .  W hat 
does seem ir ra t io n a l ,  how ever, i s  to  le t  genera lized  no n -quan ti ta t ive  
e lem ents form th e  b a s is  for a d e c is io n  w ithout f i r s t  comparing the 
probable c o s ts  invo lved . For exam ple , a company, through judgment 
and ex p er ien c e ,  could p ro jec t the  re la t iv e  c o s ts  of leas in g  and pur­
chas ing  under sev e ra l  assum ed  c irc u m s ta n c e s .  The va riab les  could 
be such  th in g s  a s  the  e s t im ated  economic l ife ,  the  deprec ia tion  
p o l icy ,  th e  opportunity r a te ,  and the e s t im ated  re s id u a l  market v a lu e .
If m anagem ent w ished  to  be excep tiona lly  c a u t io u s ,  i t  could se t  
extreme lim its  on the  v a r ia b le s .  An e s t im a ted  life  of three or four 
years  could be used ; a high opportunity ra te  and a low  t ra d e - in  or 
r e s a le  va lue  could  be a ssu m e d .  There are v ir tua lly  dozens of differ­
e n t  v a r ia t io n s ,  each  producing i ts  own unique s e t  of p resen t va lue  
c o s t s . L ittle  benefit  could be gained  here  by arraying a g rea t number 
of th e se  co m bina tions . The genera l techn ique  u se d  on page 72 of 
C hapter IV i s  a p p lic a b le .  In s i tu a tio n s  where the  computer market 
and tech n o lo g ica l  fac to rs  are u n ce r ta in , i t  would seem  that th e  burden 
is  on the  purchasing  advoca te  to  prove th a t  h is  a lte rna tive  i s  b e s t .
This seem s e sp e c ia l ly  true in  the  c a se  of computers where le a s e s
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are re la tive ly  e a sy  to  write up and to  c a n c e l .  However, the d e c is io n  to 
l e a s e  should be based  on a carefu l s tudy , and  not ju s t  on the  genera l  
observation  th a t  purchasing  ca rr ies  a r isk  of o b so le sc e n c e .
3. The ren ta l  con trac t on computers u su a lly  in c lu d es  a provi­
sion th a t  the  le s so r  w ill  se rv ice  the equipm ent a t  no extra c o s t  to  the 
l e s s e e .  This fac to r ,  p lus deprec ia tion  on the  m achine , is  taken  into 
considera tion  when th e  periodic  payments are s e t .  M ost of the  time 
a separa te  m aintenance agreem ent must be n ego tia ted  and paid for if  
the a s s e t  is  bought. Even though most u se rs  r e a l iz e  th a t  they  are 
paying for repa ir  se rv ice s  provided through l e a s e s ,  there  i s  s t i l l  the  
fee ling  th a t  the  firm i s  being "taken care  of" when the  le s s o r  hand les  
breakdowns on th is  expensive  and m ysterious equipm ent owned by 
someone e l s e . One computer m anufacturer offers a se rv ice  con trac t 
and charges the  owners of the m achines a monthly ra te  which ranges 
betw een ten  and fifteen  per cen t  of the le a s e  c o s t .  Because of the 
complexity of the  a s s e t ,  owners are u su a l ly  re lu c ta n t  to  have the ir  
own personnel perform maintenance and therefore  they  u sua lly  buy the 
s e rv ic e .  Here aga in , the s i tu a tio n  i s  su ch  th a t  the  computer manu­
fac turer is  in a position  to  encourage lea s in g  through his own po licy .
THE CLASSIFICATION AND TYPES OF COMPUTER LEASES
In Chapter I, the  various types of le a s e s  are  d e sc r ib e d ,  and the  
.d iffe rence  betw een operating  l e a s e s  and f in an c ia l  l e a s e s  i s  e x p la in ed .
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One of the  rea so n s  why the com puter is  a good model for d i s c u s s io n  is  
th a t  most of the  ren ta l  con tracts  w ritten  on th is  type of equipm ent con­
ta in  p rovisions th a t  c lo s e ly  re sem b le  the p rovisions con ta ined  in  a 
ty p ic a l  operating l e a s e  agreem ent. As a m atter  of f a c t ,  most of the  
a lleg ed  ad van tages  t h a t  accrue to  a  company a s  a r e s u l t  of using  
operating le a s e s  are supposed ly  a v a i lab le  to  the l e s s e e  of computer 
equ ipm ent. The c o n tra c t  can be can ce lled  upon short n o t ic e ,  u su a l ly  
th ir ty ,  s ix ty ,  or n in e ty  d ay s . The ren ta ls  inc lude  the  very important 
e lem ent of m ain tenance  which i s  con s idered  so e s s e n t ia l  to u se rs  of 
the  equipm ent. In add it ion  to t h i s ,  there a re  other ownership c o s t s ,  
such  a s  ta x e s  and in su ra n ce ,  th a t  are "packaged" by th e  le s so r  and 
p resen ted  to  the  l e s s e e  as part of the  period ic  monetary o u tla y s .
Computer r e n ta ls  are e i th e r  fixed or s e m i-v a r ia b le . A re p re ­
sen ta t iv e  of one p a rt icu la r  m anufacturing firm ind ica ted  that h is  
company p rac tice  v a r i e s . A f la t  monthly ra te  is  charged  to some 
c u s to m ers .  C erta in  non-profit in s t i tu t io n s ,  such a s  U n iv e rs i t ie s ,  
come under th is  p o l ic y .  Other c l ie n ts  of th e s e  firms pay a f la t rental 
u n le s s  the  monthly u sa g e  ex ce ed s  a ce r ta in  number o f hours . As a 
genera l  po licy , a l l  o f  the  com puter m anufacturers charge  a f la t  
monthly r a te ,  u su a l ly  payable in  ad v an ce .  The v a riab le  portion of 
the  r e n ta ls ,  if  it  e x i s t s  at a l l ,  r e la te s  to th e  u se  of th e  computer 
during periods of overtim e. This policy i s  in  co n tra s t  to the method 
u se d  by some le s s o r s  of rea l p roperty . This la t te r  ty pe  of con trac t
97
often  co n ta in s  p ro v is ions  th a t  sp e c ify  th a t  th e  ren ta ls  w il l  be d e te r ­
m ined by the  amount of ne t  incom e.
Since th e  le a s e  paym ents on computer equipm ent in c lude  m ain­
te n a n c e  s e r v ic e s ,  some e lem ent of c o s t  re la t in g  to  th e s e  se rv ic e s  
shou ld  be su b trac ted  from th e  l e a s e  paym ents when a com parison  i s  
made betw een  renting  and  buy ing . Any o ther increm en ta l  ow nership  
c o s t s  tha t  are  sp e c if ic a l ly  covered  in the  re n ta ls  should a ls o  be 
d e d u c te d .  Although th e  p ra c t ic e s  may vary  s l ig h tly  among the  d iffe r­
e n t  le s s o r s  of com puter equ ipm ent, the g e n e ra l  policy of th e s e  l e s s o r s  
i s  to  provide the  l e s s e e  w ith  p ack ag ed , p red ic tab le  c o s t s .  There are 
som e ex cep tio n s  to  t h i s . One m anufacturer do es  not in c lu d e  such  
su p p l ie s  a s  paper tap e  in  the  re n ta l  c h a rg e s .  Other l e s s o r s  charge 
the  fre igh t and tran sp o rta tio n  c o s ts  se p a ra te ly  to  the cus to m er.
If th e  owner of com puter equipm ent d e s i r e s  to  have  the  manu­
fac tu re r  se rv ic e  h is  equ ipm ent, a sep a ra te  c o n trac t  m ust u su a l ly  be 
s ig n e d .  S ince  the owner i s  o ften  re lu c ta n t  to  have members of h is  
own firm work on equipm ent of th is  ty p e ,  th e  sep a ra te  se rv ice  co n ­
t r a c t  is  c o m m o n  among n o n - re n te r s .  The amount of the  monthly pay ­
m ents are  a s iz a b le  pe rcen tage  o f  the l e a s e  c o s t  th a t  would have  been 
p a id  by the  u s e r  of th e  equipm ent if  he had ch o sen  to  ren t  the  f a c i l i ­
t i e s  ra ther th an  own th em . The range i s  a s  h igh  a s  f i f te e n  or tw enty  
per cen t  of the  le a se  r e n ta l .  The num erica l i l lu s t ra t io n s  p resen ted  in 
th is  chap ter  u s e  a p e riod ic  l e a s e  co s t  th a t  i s  n e t  of th e  m ain tenance
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c h a rg es  th a t  would have been  paid  by the  u s e r  o f the  equipm ent i f  he 
had  ch osen  to  buy ra th e r  than  l e a s e .
As w as pointed o u t in  ea r l ie r  chap ters , l e s s o r s  of com puter 
equipm ent arrange  the monthly paym ents so  t h a t  th e  p u rch ase  p rice  
w il l  be recovered  in a  few  y e a r s .*  This p ra c t ic e  is  sa id  to  be n e c e s ­
sa ry  b ecau se  of the r isk y  nature  of the  opera ting  le a se  a s  compared 
w ith  the  longer and sa fe r  f in an c ia l  l e a s e .  The average  recovery  tim e 
ra n g e s  from th ree  to  f ive  y e a r s .*  The ren ta ls  a re  se t  a t  a n  amount tha t  
f ix e s  the ir  pe rcen tage  of the to ta l  p rice  som ewhere be tw een  2 .8  per 
c e n t ,  a s  a h igh , and 1 .7  per c e n t ,  a s  a low . Information of th is  sort 
w a s  so l ic i te d  and ob ta ined  from m anufacturers  th a t  were s u c c e s s fu l ly  
c o n ta c te d .  The percen tag e  range in  th is  s o l ic i te d  sam ple i s  2 per 
c e n t  to 2 .5  per c e n t .  In  o ther w o rd s ,  th e s e  p a rt icu la r  com puter le s s o r s  
charge  th e ir  custom ers a monthly re n ta l  th a t  av e rag es  be tw een  1 /40  th_ 
and  1/50  th_ of the  pu rch ase  p r ic e .
Another factor w hich  is  pe rhaps  unique to  the  f ie ld  of da ta  
p ro ce ss in g  is  the  need  for equipm ent u se rs  to  obtain  n e c e s s a r y  so f t ­
w are  a ids  from the m anufactu rer . These so ftw are  a id s  inc lude  su ch  
th in g s  a s  te c h n ic a l  manpower a s s i s t a n c e ,  sy s te m s  s tu d ie s ,  and 
packaged  program s. T h eo re tica l ly ,  there  i s  no d ifference  betw een 
the  softw are  s e rv ic e s  th a t  are offered  to th e  l e s s e e  and th e  se rv ic e s
*See page 102 for a fu l le r  e x p la n a t io n .
th a t  are offered to  th e  buyer. H ow ever, there  i s  a  fee ling  among some 
u s e r s  of the  equipm ent th a t  somehow th e  a s s i s t a n c e  w ill  be a l i t t le  
b e t te r  i f  th e  company rendering  th e  aid h as  a v e s te d  in te re s t  in  the  
hardw are . From the  s tan d p o in t  o f  c l ien t  r e la t io n s h ip s ,  i t  would seem  
to  be a sh o r t - s ig h te d  policy  on th e  part of the  m anufacturer to  d iffer­
e n t ia te  c o n sc io u s ly  in  th is  r e s p e c t  betw een the  l e s s e e  and th e  pur­
c h a s e r .  It i s  c e r ta in ly  true  th a t  sooner or la te r  th e  owner of computer 
equipm ent w il l  need  to  re p la c e  h is  a s s e t .  A re p re se n ta t iv e  of one 
com puter m anufacturer s ta te d  th a t  no d is t in c t io n  w as made betw een  the  
ty p e s  of programing a id s  fu rn ished  to  ren te rs  and  to  buyers of th e ir  
d a ta  p ro ce ss in g  equ ipm ent.
THE PURCHASE-OPTION FEATURE
It w as  pointed out in  C hap te r  IV th a t  a  l e a s e  can be made co n ­
s id e rab ly  more a t t ra c t iv e  by th e  add ition  of a p u rc h a se -o p tio n  fe a tu re .  
At the  sam e tim e, how ever, i t  w a s  a ls o  poin ted  out th a t  under ce r ta in  
c irc u m s ta n ce s  the  en tire  c o n tra c t  could be ru led  a sa le  for tax  pur­
p o s e s .  The court d e c is io n s  an d  revenue  ru lings  are n e ith e r  de fin ite  
n o r  c o n s is te n t  on e x ac tly  w hat co nd itions  m ust e x is t  in  order for such  
an  in te rp re ta t ion  to  be m ade . In  g e n e ra l ,  the  po licy  of th e  cou rts  and 
the  In te rna l Revenue Serv ice  h a s  been  to  view  th e  con trac t a s  a s a le  if  
i t  seem s ap paren t th a t  th e  r e n ta l  arrangem ents r e p re se n t  nothing more 
th an  an in s ta l lm e n t  pu rch ase  d isg u ise d  in the  form of l e a s e  p ay m en ts .
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A ten ta t iv e  so lu tion  to  the  dilemma is... proposed in  C hapter IV.
In order to insure  th a t  a le a se  i s  not regarded a s  a s a le ,  ce r ta in  s t ip u ­
la t io n s  should be p laced  in the ren ta l  agreem ent a n d  certa in  other 
fea tu res  should be le f t  ou t.  I t  i s  not n e c e ssa ry  to  re p e a t  a l l  of th e se  
prov is ions  h e re .  However, two of the provisions are particu larly  
im portant s ince  they  perta in  to  certa in  p u rc h a se -o p tio n ’Teatures that 
a re  granted by some computer m anufacturers:
1. No part of the  ren ta ls  should be design a ted  as  being app licab le  
to  an a c q u is i t io n  in  the  equity  of the property .
2. The option price should  be fairly  c lo se  to  the  app ra ised  va lue  
of the  a s s e t  a t  the tim e the option i s  e x e rc is a b le .
Some of the computer m anufacturers do grant a p u rch ase -o p tio n  
a llow ance  to  the ir  l e s s e e s .  The u su a l  arrangem ent i s  to  a llow  the l e s s e e  
to  apply a g a in s t  the  purchase  price of the equipm ent a do llar  amount 
e q u a l  to  a fixed  percen tage  of the  monthly ren ta l  ou tlays th a t  have been  
made up to  th a t  po in t.  The percen tage  v a r ie s ,  of c o u rse ,  w ith  each  
m anufacturer. It som etim es v a r ie s  w ith in  the  company, depending on 
th e  type of equipm ent being o ffered . One p a rticu la r  firm offered an 
a llo w ance  of 65 per cen t  on m ost of i ts  equ ipm ent. This a llow ance 
i s  su b jec t  to  a maximum w hich is  not to  ex ceed  75 per cen t of the  to ta l  
l i s t  p r ice .  On some of i ts  o ther equipm ent, the  pe rcen tage  ranges from 
40 per cen t  to 50 per c e n t .  Another company g ran ts  a ren ta l  c red it  of
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65 per cent on some of i t s  equipm ent and g ran ts  no c red it  a t a ll  on other 
ty pes  of hardw are .
The p u rch ase -op tion  a l low ances  granted by some of the  com ­
puter m anufacturers come fairly  c lo se  to v io la ting  the  suggested  
s t ip u la tion s  c i te d  above. Of c o u rse ,  th e se  s t ip u la t io n s  rep resen t 
the opinion of only one in d iv id u a l ,  informed though he may b e .  Like­
w ise  , th is  s ta tem en t is  n o t  meant to  imply th a t  fa ilu re  on the part of 
a company to comply w ith  th e s e  sug ges tio ns  w ill  au tom atica lly  c a u se  
i ts  l e a s e  co n trac t  to be ru led  a s a l e .  The purpose of th is  d isc o u rse  is  
to point out the  fac t  tha t a c tu a l  re n ta l  c red i ts  g iven  by computer manu­
fac tu rers  do i l lu s t r a te  some of the  problems d is c u s s e d  in C hapter IV.
In order to make p u rch ase -o p tion  fea tu res  a t t r a c t iv e ,  the l e s s e e  must 
be made to fee l  th a t  a ll  of h is  paym ents are  not m erely "going down 
the  d ra in ."  If no ren ta l c red its  are  granted and  the  le s s e e  c h o o se s  to 
e x e rc is e  the option afte r  f ive  y e a r s ,  he may be merely receiv ing  the  
dubious priv ilege  of buying an a s s e t ,  a t m arket v a lu e ,  tha t he had  
a lready  "paid" for through r e n ta l s .  Yet, the  sp e c te r  of an adverse  tax  
ruling a lso  h angs over th e  heads  of the con trac ting  p a r t i e s .
SOME ILLUSTRATIONS OF PRESENT VALUE COSTS
The study of the computer does  not involve  the  in troduction  of 
any new c ap ita l  budgetina e c h n iq u e s .  Therefore, th e  methods em­
ployed in C hap ters  III an d  IV are u se d  h e re .  The b a s ic  approach i s
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to d iscou n t a l l  re lev an t c o s ts  a t  an assum ed opportunity r a te .  The 
re su ltin g  figures can  then  be used  by management a s  a b a s is  for 
formulating the  d e c is io n  a s  to  w hether the  computer should be le a se d  
or p u rch ased .
The following common a ssu m p tio n s  apply to  a l l  of the  i l lu s t r a ­
t io n s  in  th is  chapter:
1. The purchase  price  of the equipment i s  40 tim es the  amount 
of the  monthly re n ta l .  This i s  the  a c tu a l  percen tage  re la tionsh ip  u se d  
by a t  l e a s t  one computer m anufacturer on some equipm ent. This pro­
v is io n  does not mean th a t  the  le s so r  w ill  recover the  purchase  price 
of the  equipm ent in 40 m onths . The paym ents on an operating le a se  
in c lu d e ,  among o ther th in g s ,  the e lem ents  of c o s t ,  m ain tenance , and 
in te r e s t .  It i s  only the  c o s t  or deprec ia tion  elem ent th a t  is  app licab le  
w hen the  term , "recovery of c o s t ,  " i s  u s e d .
2. A m ain tenance  fac to r  equal to  15 per cen t  of the  monthly 
le a s e  charge is  sub trac ted  from the  r e n ta l s .  If the  equipm ent u sed  
in the  b u s in e ss  were bought, the owner would have to  pay for a 
sep a ra te  se rv ice  c o n tra c t .  Thus, i t  seem s lo g ica l  to  deduct from the 
period ic  re n ta l  paym ents an  amount approxim ately  equal to  the  c o s t  
th a t  i s  avoided  by le a s in g .  There are a lso  ce r ta in  ow nership overhead 
item s that a re  often  absorbed  in  the  le a s e  c o n tra c t .  These item s 
inc lude  su ch  th ings a s  ta x e s  and in su ra n c e .  T heore tica lly , the 
periodic  re n ta ls  should be reduced by an increm ental ow nership cost,
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a s s o c ia te d  w ith  the  p u rch ase  of the  com puter. H ow ever, in  order to 
keep  the  i l lu s t ra t io n s  a s  sim ple a s  p o s s ib le ,  only a  15 per cen t 
m ain tenance  fac to r  i s  su b tra c te d .  W e could ve ry  e a s i ly  a ssu m e  th a t  
th is  15 per c e n t  in c lu d es  a l l  of the  re lev an t  ow nersh ip  c o s ts  th a t  
cou ld  be avo ided  by le a s in g .  As h a s  been  po in ted  out re p e a te d ly ,  the 
d e ta i l s  of the  a ssum p tion s  are l e s s  im portant th an  th e  methodology th a t  
is  u s e d .
3 . The re n ta ls  a re  t re a te d  a s  if  they  a re  paid  in  a lump sum a t 
the  end of th e  pe riod . The tax  b en efi t  a s s o c ia te d  w ith  th e s e  paym ents 
is  a ssu m ed  to  be a v a i la b le  a t  th e  tim e  the paym ents a re  m ade. Both of 
th e s e  a ssu m p tio n s  a re ,  of c o u rse ,  u n re a l i s t i c .  Rental ou tlays are  
u su a l ly  paid  in  ad vance  every  m onth, w hile  th e  tax  sa v in g s  a s s o c ia te d  
w ith  th e s e  o u tlay s  are  no t  re a l iz e d  u n ti l  th e  follow ing f i s c a l  y e a r .
The d iffe rence  in p re s e n t  va lue  c o s t s  is  no t m ate r ia l  enough, how ever, 
to  ju s t i fy  a change  from th e  method u se d  in  C hap te rs  III and IV. The 
trea tm en t of re n ta ls  a s  yearly  paym ents has  p len ty  of p reced en t in  the 
l i t e r a tu r e .
4 . The d e p re c ia t io n  method i s  the s u m - o f - t h e - y e a r s ' - d ig i t s .
The a ssu m ed  life  of th e  a s s e t ,  for d ep re c ia t io n  p u rp o se s ,  i s  t e n  y e a r s .  
The re s id u a l  t r a d e - in  v a lu e  a t  th e  end of th re e  and f ive  years  i s  
a ssu m ed  to  be equal to  35 per c e n t  and 20 per cen t  of the se l l in g  p r ice ,  
r e s p e c t iv e ly .  These p e rc e n ta g e s  w ere  g iven  to  the  G enera l A ccounting
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Office by a broker in 1965. They rep resen t estim ated  se lling  p rices  
of computers a t  th e s e  particu lar  po in ts  in t im e . In r e a l i ty ,  the  t ra d e -  
in va lue  is  determ ined by the computer m anufacturer. It i s  l ikely  to  
be l e s s  than the  market v a lu e .  A 10 per cen t  re s id u a l  v a lu e  is  assum ed  
to e x is t  a t  the  end of ten  y e a rs .  Any gain or lo s s  on th e  trade is  
a ssum ed  to be deferred .
The i l lu s t ra t io n s  below are formulated on the assum ption  th a t  the  
u se  of th e  equipm ent w il l  be te rm ina ted  after three y e a r s .
ILLUSTRATION XV 
C ash  Purchase
Tax
Savings After-Tax P resen t
Year C ash  Flows @50% C a sh  Flows Value @ 6%
p u rchase  C ost 0 -$ 1 0 0 ,0 0 0 $ -$ 1 0 0 ,0 0 0 -$ 1 0 0 ,0 0 0
D eprec ia tion 1 + 18,182 9 ,091 + 9 ,091 + 8 ,573
D eprec ia tion 2 + 16,272 8 ,1 3 6 + 8 ,1 3 6 + 7,241
D eprec ia tion 3 + 14 ,546 7 ,273 + 7 ,273 + 6,109
R esidual Value 3 + 35 ,000 + 35 ,000 + 29 .236
-$  48 .841
L ease
Tax
Savings After-Tax P resen t
Year C ash  Flows @50% C a sh  Flows Value @ 6%
N e t  L e a s e  Paym ents* 1 -$ 2 5 ,5 0 0 $12 ,750 -$ 1 2 ,7 5 0 -$ 1 2 ,0 0 8
N et Lease Paym ents* 2 -  25 ,5 0 0 12 ,750 -  12,750' -  11 ,308
Net Lease Paym ents* 3 -  2 5 ,5 0 0 12 ,750 -  12 ,750 -  10.650
-$ 3 3 ,9 6 6
^Ibid. , p . 38. *See next page .
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*The yearly  le a s e  payment of $25,500 re su l ts  from the  following com­
p u ta tions: $100,000 c o s t  x  1/40 = $ 2 ,5 0 0 , the  monthly re n ta l .
$2 ,500  x 12 = $ 3 0 ,0 0 0 , to ta l  rent for the  y e a r .  $30 ,000 -  4 ,500  for 
m ain tenance  fac to r  = $ 25 ,5 0 0 . The d irec t ta x  sav ings are $15,000 a 
y e a r .  Subtract from th is  a  figure of $ 2 ,2 5 0 . This $2 ,250  rep re sen ts  
the tax  sav ings  th a t  w ill  not accrue  to  the  l e s s e e  b e ca u se  he does not 
have  to  pay $4 ,500  a year  for a sep ara te  se rv ice  c o n tra c t .  Thus, h is  
a f te r - ta x  sav ing s  on m ain tenance  i s  $ 2 ,2 5 0 .
Given the  assum ptions  l is te d  abo ve , i t  appea rs  th a t  the  p re ­
ferred method would probably be le a s in g .  It i s  not a t  a l l  ce r ta in  th a t  
the re s id u a l  v a lu e  of some computers would be a s  high a s  the  book 
va lue  a f te r  th ree  y e a r s . The d e c is io n  to abandon or rep lace  the  equ ip ­
ment a fte r  such  a short time might have been cau sed  by a tech n o lo g ica l  
b reak through . This innovation , in  turn , could d e p re ss  th e  t r a d e - in  
v a lu e .  In add it ion  to t h i s ,  the p re sen t  va lue  c o s t  o f  purchasing  is  
shown to  be h igher even when a 35 per cen t re s id u a l  i s  a ssu m e d .
The nex t two i l lu s tra t io n s  a re  formulated on the  assum ption  th a t  
the  u se  of the  equipm ent w il l  be term inated  a fte r  five and te n  y e a r s ,  




C ash  Purchase
Tax 
Savings 
C ash  Flows @ 50%
After-Tax 
C ash  Flows
Presen t 
Value @ 6%
Purchase  Cost 0 -$ 100 ,000 $ -$100 ,0 00 -$1 00 ,0 00
D eprecia tion 1 + 18,182 9,091 + 9,091 + 8,573
D eprec ia tion 2 + 16,272 8 ,136 + 8 ,136 + 7,241
D eprecia tion 3 + 14,546 7 ,273 + 7 ,273 + 6,109
D eprec ia tion 4 + 12,726 6 ,363 + 6 ,363 + 5 ,040
D eprecia tion 5 + 10,908 5 ,454 + 5 ,454 + 4 ,074
Residual V'alue 5 + 20 ,000 + 20 ,000 + 14,816
Year
Lease 









Net Lease  
Payments 1 -$ '25,500 $12,750 -$1 2 ,7 5 0 -$ 1 2 ,0 0 8
N et Lease  
Payments 2 - 25 ,500 12,750 -  12,750 -  11,308
Net L ease  
Payments 3 -  25 ,500 12 ,750 -  12,750 -  10 ,650
N et Lease 
Payments 4 -  25 ,500 12 ,750 -  12 ,750 -  10,029
N et Lease 
Paym ents 5 -  25 ,500 12,750 -  12,750 -  9 ,445
Year
C ash  Purchase
Tax 
Savings 
C ash  Flows @ 50%
After-Tax 
C ash  Flows
-$ 5 3 ,4 4 0
Presen t 
Value @ 6%
Purchase  C ost 0 -$ 1 0 0 ,0 0 0 $ -$100 ,000 -$ 1 0 0 ,0 0 0
C ash  flow sav ings  
from tax  deduction  
of dep rec ia tion 1-10 + 100,000 50 ,000 + 50,000 + 37,599




Savings After-Tax Presen t 
Year C ash  Flows @ 50% C ash  Flows Value @ 6%
Net L ease  Paym ents 
of $25,500 a y r .  1-10 -$2 55 ,00 0  -$ 1 2 7 ,5 0 0  -$ 1 2 7 ,500  -$ 9 5 ,8 7 7
The above a n a ly s is  shows th a t  if  the  computer is  u sed  for a period 
of five y ea rs ,  th e  cost com parison s t i l l  tends  to favor le a s in g .  How­
ever, the  p re sen t  value do lla r  amounts are re la tiv e ly  c lo se  and a s ligh t 
change in one or two v a r ia b le s  could change the r e s u l t s .  Thus, i t  is  
quite p o ss ib le  th a t  the  f inancing d e c is io n  would be based  on 
"in tangib le"  c o n s id e ra t io n s .  These fac tors are  d is c u s se d  in d e ta i l  in 
C hapter IV of th i s  paper.
On the o ther  hand, the  te n -y e a r  com parison c lea r ly  shows that 
the p resen t  v a lu e  cost of owning the  computer is  le s s  than  the p resen t 
va lue  cos t  o f  le a s in g  the  a s s e t .  If management were fairly  ce rta in  that 
the fa c i l i t ie s  would be u s e d  th a t  long , i t  would be w ise  to  purchase  
in s te a d  of re n t .  A large number of " in tang ib le"  considera tio ns  might 
c a u se  management to  ignore the  quan ti ta t iv e  r e s u l t s ,  but i t  would 
undoubtedly  ta k e  a lot of th e se  fac to rs  to  nega te  the  e ffec t  of a 
$40 ,000  p resen t  value c o s t .  Even i f  no sa lv ag e  va lue  e x is ted  a t  the 
end of ten  y e a r s , the c o s t  d ifference  would s t i l l  be s u b s ta n t ia l .
The im m ediate  counter argument th a t  lea s in g  advo ca tes  would 
probably apply to  th is  a n a ly s is  i s  th a t  in  to d a y 's  tech no lo g ica l  s ta te  
of a ffa irs  i t  i s  no t very l ike ly  th a t  a company would keep  i ts  com puter
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in s ta l la t io n  in ta c t  for a period of time much longer th an  five y e a r s .
There i s  some tru th  in  th is  argum ent. The rapid  changes  th a t  are  
tak ing  p lace  in  th e  fie ld  of da ta  p ro ce ss in g  are  c rea ting  an a ir  of 
u n c e r ta in ty .  M ost of the  com puter m anufacturers  offer c a n c e l la b le  
c o n tr a c ts ,  thus a llow ing  the  u s e r  of the equipm ent the  option of 
making an e a sy  changeover any time during th e  life  of the a s s e t .
T hese  two fa c to rs ,  when added to  a l ib e ra l  p u rch a se -o p tio n  c la u s e ,  
c a u s e  the  l e s s e e  to  fee l  som ew hat more "com fortable" w ith  th is  
p a r t icu la r  type  of financing  arrangem ent.
I t  would seem , how ever, on the  b a s is  of the  c o s t  a n a ly s is  
p re se n te d  a b o v e ,  th a t  a company is  putting i t s e l f  in  a po s it io n  of 
" repu rchas ing "  the  computer a f te r  le a s in g  it  for a period of about 
five or s ix  y e a r s .  If we a s su m e , for ex am ple , th a t  the  m anufacturer 
requ ired  an 8 per cen t re tu rn  on h is  n eg o tia ted  l e a s e s ,  then  a co n ­
t r a c t  w ritten  on the  b a s i s  of the  p rov is ions  s ta te d  on page 102 would 
e n ab le  the l e s s o r  to  recover  the  pu rchase  p rice  of th e  com puter in 
approxim ate ly  four and th ree  qua rte r  y e a r s .  A re p re se n ta t iv e  of one 
p a r t icu la r  com puter m anufacturer in d ic a te d  th a t  h is  company normally 
e x p e c te d  to reco ver  the  pu rchase  price of the  a s s e t ,  p lus  in te r e s t ,  
in  four years  and  ten  m o n th s .
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AN ILLUSTRATION OF THE PURCHASE-OPTION FEATURE
U sing th e  cost e lem en ts  i l lu s t r a te d  on pages  104-107 , a pur-  
c h a se -o p t io n  fea ture  i s  added to  th e  p re se n ta t io n .  The schedu le  below 
a s su m e s  th a t  th e  company in i t ia l ly  d ec id es  to  rent the  computer.. At 
the  end of th re e  y e a r s ,  i t  e x e rc is e s  i ts  option  to  p u rc h a se .  The le s so r  
a llo w s  a c re d i t  a g a in s t  th e  p u rch ase  price e q u a l  to  65 per cen t  of the  
r e n ta ls  paid during th i s  th re e -y e a r  period . The a s s e t  i s  then d e p re ­
c ia te d  on the  b a s is  of a seven  y e a r  l i f e .  Two years  la te r ,  econom ic 
o b so le sc e n c e  occurs u n e x p e c te d ly .  The firm then  d e c id e s  to  t rad e  in 
th e  computer on the n e w er  model. The a llo w ance  g ran ted  by th e  manu­
fac tu re r  is  e q u a l  to the  market v a lu e  of the equipm ent a t  the tim e  of 
th e  trad e .  The ren ta l  c re d i t  a llo w ed  a g a in s t  th e  p u rchase  price of the  
a s s e t  is  c a lc u la te d  a t  65 per c e n t  of the g ro s s  ren ta ls  of $30 ,000  a 
y e a r .  It a p p e a rs  th a t  th e  65 per c e n t  fac to r i s  d e s ig n ed , at l e a s t  
in  th e  early y e a r s ,  to  c le a r  the g ro ss  re n ta ls  of the m ain tenance  and 
in te r e s t  e le m e n ts .  T his leav es  th e  ren ta l  c re d i t  approxim ately  equa l 
to  the  do llar  amount of the  p u rch ase  price th a t  has been  recovered  by 
the  le s so r  up to  th a t  t im e .
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N et Lease 
Payments 




The e x e rc ise  of 
the  P u rchase-  
Option 
D eprec ia tion  
D eprec ia tion  
Residual Value
ILLUSTRATION XVII
Lease W ith Option to Buy 
Tax
Savings After-Tax P re sen t 
Year C ash  Flows @ 50% Cash Flows V alue@ 6%
1 -$ 2 5 ,5 0 0  $12,750 -$ 1 2 ,7 5 0  -$ 1 2 ,0 0 8
2 -  25 ,500 12,750 -  12 ,750 -  11 ,308





-  41 ,500*  
+ 10,375 
+ 8 ,890
+ 2 0 , 0 0 0
5 ,188
4,445
-  41 ,500  
+ 5 ,1 8 7
+ 4 ,445
+ 2 0 , 0 0 0
-  34 ,665  
+ 4 ,0 8 0
+ 3 ,293
+ 14 ,816
-$ 4 6 ,4 4 2
*$30,000  yearly  ren ta l x  65% ren ta l c red it = $19 ,500  x  3 years  = 
$5 8 ,5 0 0 , to ta l  ren ta l  c re d i t .  $100,000 orig inal cost -  $58,500 = 
$ 4 1 ,5 0 0 .
It i s  obv iou s , of co u rse , th a t  the  e x is te n c e  of a p u rch ase -  
option makes a le a s e  much more a t t ra c t iv e .  In the  i l lu s tra t io n  p re­
sen ted  above , the  to ta l  c o s t  of a le a s e  with the  opticnis l e s s  than  
the  c o s t  of a s t ra ig h t  p u rch a se .  T hus, we have  a s i tu a tio n  in which 
the  e x is te n c e  of a p u rch ase -o p tio n  could conce ivab ly  c a u se  m anage­
ment to  change i t s  mind about the  financing of i t s  computer in s ta l l a ­
t io n .  The m arket or t ra d e - in  va lue  o f  the a s s e t  is  the s ign if ican t
v a r ia b le .
I l l
THE BORROWING ALTERNATIVE
M any of the  m anufac tu rers  of d a ta  p ro c e ss in g  equ ipm ent offer to  
th e i r  p o te n t ia l  c u s to m ers  a d efe rred  paym ent p la n .  U nder th is  
a rran g em en t,  the  p u rch a se r  may f in an c e  th e  a c q u is i t io n  of a com puter 
over a period  of s e v e r a l  y e a r s .  One p a r t icu la r  m anufac tu rer  h a s  a 
s ta n d a rd  p lan  th a t  in c lu d e s  th e  follow ing fe a tu re s :
1. A 65 per c e n t  ren ta l  c re d i t  is  a llow ed  a g a in s t  th e  pu rch ase  
p r ic e .  If th is  c re d i t  i s  l e s s  th a n  10 per c e n t  of the c o s t  o f  the  e q u ip ­
m ent, the  cus tom er m ust make up  th e  d if fe ren ce  through  an  in i t ia l  down 
p a y m e n t .
2 ,  A f in a n c ia l  c o s t  or in t e r e s t  fac to r  i s  added  to  th e  n e t  pur­
c h a s e  p r ic e .  The amount of in te r e s t  d e p en d s  on w h e th e r  the  p lan  i s  
to  cov er  a 36, 48 , or 60-m onths p e rio d . The av erag e  c o s t  am ounts to  
a pp ro x im ate ly  6 per cen t  of th e  unpa id  b a la n c e .  H ow ever, th e  in te r e s t  
i s  added  in  a lump sum to th e  p r ice  of th e  a s s e t ,  and  th e  monthly p a y ­
m ents t o t a l  the  c o s t  of the  com puter , in c lu d in g  f in a n c ia l  c h a rg e s .
For e x am p le ,  a com puter m ight h ave  a g ro s s  r e ta i l  p r ice  of $ 1 0 0 ,0 0 0 .  
The n e t  p r ic e ,  a f te r  deducting  r e n ta l  c re d i ts  a n d /o r  a down paym ent, 
w ould be $ 9 0 ,0 0 0 .  If the  60 -m on ths  p lan  c a l le d  for a fac to r  of .15 
to  be a d d ed  o n , th e  to ta l  c o s t ,  inc lu d ing  th i s  f in a n c ia l  c h a rg e ,  
would be $ 1 0 3 ,5 0 0 .  The re s u l t in g  m onthly paym ent w ould  th en  be 
$ 1 ,7 2 5 .
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As u s u a l ,  a ca refu l c o s t  a n a ly s is  should  be made in  order to 
he lp  determ ine the  a d v is a b i l i ty  of adopting su c h  a deferred  payment 
p la n .  The v a r ia b le s  th a t  e x is t  in  th is  so rt  of study are  even  more 
num erous than  th o se  th a t  a re  a s s o c ia te d  w ith  a c a sh  pu rchase  or an 
opera ting  l e a s e .  Then, to o ,  i t  should  be remembered th a t  a f inanc ing  
a rrangem ent of th is  so r t  i s  no t com plete ly  com parable to  an operating 
l e a s e  b e ca u se  the  la t te r  can  u su a l ly  be c a n c e l le d  upon short no tice  
and w ithout the  n e c e s s i ty  of having to  pay any p e n a lty .  Most d eb ts  
th a t  have  a lump sum in te re s t  fac to r  added  to  the  price  of the a s s e t  
a l s o  have a p en a lty  c o s t  p rov ision  drawn up in  the  c o n tra c t .  This 
p e n a l ty  i s  invoked  upon the  custom er if  he c h o o se s  to  d isco n tin u e  
th e  monthly in s ta l lm e n ts  by paying off the  b a lan ce  of the  deb t.
D esp ite  th is  d raw back , the  adop tion  of a deferred  payment 
p lan  of th is  type  can  som etim es prove to  be a b e tte r  a l te rn a t iv e  th an  
the  n eg o tia t io n  of a s t ra ig h t  c a sh  p u rc h a se .  The c ircu m stan ces  under 
w h ic h  th is  s i tu a t io n  could  e x is t  are  d e sc r ib e d  in  C hapter II of th is  
p a p e r .  If th e  f irm 's  borrowing ra te  i s  su b s ta n t ia l ly  lower than i ts  
opportun ity  r a te  and if m anagem ent s e e s  a strong probability  th a t  
th e  com puter w il l  be u se d  during the  e n tire  leng th  of the  deferred 
paym ent p lan ,  then  th ere  i s  a strong l ike lih ood  th a t  a c a s h  pu rchase  
w il l  prove to  be  l e s s  a t t r a c t iv e .  In any  e v e n t ,  a c o s t  a n a ly s is  should  
be m ade .
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SUMMARY
The study  of the computer does not involve the  in troduction  of 
any new a n a ly tic a l  te c h n iq u e s .  However, th is  particu la r  a s s e t  is  
worthy of sp e c ia l  considera tion  for the following rea so n s :
1. The v a s t  techn o log ica l  changes th a t  are tak in g  p lace in the 
da ta  p ro ce ss in g  field have caused  many b u s in essm en  to  favor leas ing  
in s te a d  of buying. The genera l feeling i s  th a t  the purchase  of a com­
puter will " tie  them down" in the  face of an  everchanging hardware 
s t ru c tu re .  T hus, the fear of o b so le sc en c e  i s  an excep tio na lly  strong 
m otivating fac to r in favor of l e a s i n g . This chapter con ta ins  informa­
tion  and i l lu s tra t io n s  th a t  are designed  to  refine th e s e  general con ­
c e p ts  and to  show the  c ircum stances  under which th is  fear may be 
more im agined than  r e a l .
2. M ost com puters are ren ted  tc custom ers by the sam e 
company th a t  m anufactures them . The re n ta l  terms offered to  the  
custom er tend  to encourage  the  p rac tice  of le a s in g .  Many b u s in e s s ­
men have a n a tu ra l re luc tance  to  purchase  computer equ ipm ent. When 
they  are a lso  given th e  opportunity  to s ig n  an  operating le a se  and pay 
for the  u se  of th is  equipm ent in  the same manner th a t  they pay for 
the  u se  of te lephone  f a c i l i t ie s ,  then  the  tem pta tion  to  rent i s  even  
s t ro n g e r .
This tendency  is  unders tandab le ; how ever, the  le s s e e  should 
a l s o  be aw are of the  fac t  th a t  a fte r  a period of a few y ears  th e
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computer h a s  been "purchased" through r e n ta l s .  A c o s t  a n a ly s is  w ill 
probably show that in  m ost c a s e s ,  the computer has been  "paid for" 
a t  th e  end of about five or s ix  y e a r s .  Thus, some very g enera l  con­
c lu s io n s  c an  be drawn here:
1. If a company has rea so n  to  be lieve  th a t  the  u se  of i t s  
proposed computer f a c i l i t ie s  w il l  not ex tend  beyond three y e a r s ,  
th en  i t  i s  l ik e ly  that le a s in g  w ill  provide the  low est p resen t  va lue  
c o s t .  This fac to r , coupled  with the  in tan g ib le  benefits  th a t  accrue
to  a ren te r , would seem  to make the  le a s e  the  more a t t rac t iv e  a l te rn a ­
t iv e .  The i l lu s t ra t io n  shown on page 104 a ssu m e s  th a t  a t  the end of 
th ree  years  the  re s id u a l  value of the a s s e t  w ill  be equal to  35 per 
c e n t  of the o rig inal se l l in g  p r ice .  If econom ic o b so le sc en c e  occurs  
a s  the re s u l t  of a s ign if ican t  tec h n o lo g ic a l  change , the  sa lv ag e  or 
t r a d e - in  va lu e  of the outdated a s s e t  could be l e s s  than  t h i s .  The 
e x is te n ce  of a pu rchase -op tion  would a lm ost surely  make the  le a s e  
more d e s i ra b le .
2. If the  a n tic ip a ted  u se  of the com puter is  p ro jec ted  a t  about 
four, five or s ix  y e a r s ,  there i s  a rea l  q u e s t io n  a s  to  which financing 
a lte rn a tiv e  would produce the  low er p resen t  va lue  c o s t .  In  th is  s i tu a ­
t io n ,  the v a r ia b le s  th a t  were worked in to  the  co s t  a n a ly s is  would be 
extrem ely s ig n if ic an t  s in ce  they  could make a d ifference  of sev era l  
thousand  d o lla rs  in  the  re su l ts  o b ta ined . S ince a computer i s  u su a l ly  
"paid  for" through re n ta ls  w ith in  a f iv e -  or s ix -y e a r  period , the
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ultim ate  d e c is io n  would very  like ly  re s t  on two fac to rs .  These two 
fac to rs  are: (1) the e s t im ated  re s id u a l  value of the  equipm ent, and 
(2) the  e x is te n ce  of a p u rch a se -o p tio n .
3. The projected  u s e  of the  computer beyond a s ix -y e a r  period 
would seem  to  t ip  the s c a le s  in  favor of buying. Even if the  a s s e t  
were com plete ly  w orth less  a t  th is  po in t, the p re sen t  va lue  c o s t  of 
ow nership  would probably s t i l l  be l e s s  than the c o s t  of l e a s in g .
W hen we consider  the  data  th a t  have been p resen ted  p rev ious ly , th is  
pa rt icu la r  conclusion  becom es in tu itive ly  o b v io u s . The main question  
here is  w hether a company would be willing to  r e s i s t  the  tem ptation  to 
make a change in  the ir  equipm ent simply becau se  a new model came 
o u t .
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NOTE ON SOURCES OF INFORMATION
Only a sm all portion o f  the information conta ined  in th is  chapter 
came d irec tly  from secondary  so u rc e s .  M ost of the data w as developed  
in the following w ays:
1. In terv iew s were conducted  with rep re se n ta t iv e s  of industry , 
public  accoun ting  and computer m anufactu rers . These in te rv iew s were 
conducted  both in person  and by te le p h o n e .
2 . W ritten  m ateria l w as obtained  from the  sources referred to  
in the  above paragraph .
3 . U sing  the m ateria l so l ic i ted  from th e s e  primary so u rc e s ,  the 
a n a ly t ic a l  tech n iq u es  developed in the  previous chap ters  were then  
app lied  to  the computer i l lu s tra t io n s  in order to  develop the  comments 
and co n c lu s io n s  tha t  are enum erated in  th is  ch ap te r .
CHAPTER VI
CAPITAL BUDGETING PROBLEMS ASSOCIATED WITH THE 
USE OF COMPUTERS IN GOVERNMENTAL AGENCIES
Governmental agenc ies  m ake use  of many different types  of 
computer sy s te m s .  Therefore, th e  problems th a t  b e se t  th e se  u se rs  of 
EDP equipm ent are  a ls o  many in  number. This chap ter con ta ins  d i s ­
c u s s io n s  of a few o f  th ese  problem areas  th a t  re la te  to  the fie ld  of 
c a p i ta l  budgeting . In add ition , comments are made on the  sim ilar 
app roaches  th a t  are  often taken  by both government and b u s in ess  
when the  da ta  p rocess ing  needs  of each  a re  a n a ly zed . The Federal 
Government i s  u se d  a s  the model because  information is  read ily  a v a i l ­
a b le  on the  manner in  which various  execu tiv e  ag en c ie s  finance the 
a c q u is i t io n  of the ir  com puters .
The G eneral Accounting O ffice has recen tly  re le a se d  a se r ie s  
of pub lica tion s  w hich  contain c r i t ic a l  eva lua tio ns  of the  Government's 
financing  p o l ic ie s  in  th is  a re a .  As a re s u l t  of th e se  rep o r ts ,  a s  w ell 
a s  other f a c to r s ,  the  Bureau of th e  Budget seem s to be undergoing a 
change  of p h ilo sop hy . In the  tw o -y ea r  period from 1963 to  1965, 
th e  number of com puters being u se d  by various  ag en c ie s  of the 
N a tiona l Government in c re ased  from 1326 to 1946. During tha t  
sam e period , the  number of com puters th a t  were purchased  in c reased  
from 282 to  893. This means th a t  of the  to ta l  in  u s e ,  the percen tage
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purchased  in c re a sed  from 21 per cen t to  46 per cent."*" Some of the 
re a so n s  for th is  in c re a se  are analyzed  in  the rem ainder of th is  ch ap te r .  
The d is c u s s io n s  made here point out both the problems and th e  oppor­
tu n it ie s  th a t  governm ental ag en c ie s  have  in the  u t i l iza tio n  of com­
puter f a c i l i t i e s .
THE PROBLEM
Until re c e n t ly ,  i t  w as common p rac tice  for ag en c ie s  in  the  Federal 
Government to  le a s e  the ir  computer f a c i l i t ie s .  Not only w as th is  
method convenien t but i t  probably enab led  the  a g en c ie s  to  sa t is fy  th e ir  
own budgetary r e g u la t io n s . It  is  a genera lly  a ccep ted  fa c t  th a t  budget 
r e q u e s ts  for continuing le a se  payments can  often  be approved with 
g rea te r  e a se  than  a req u e s t  for a lum p-sum  paym ent. Little thought 
w as given  to  the  u s e  tha t might be made of computer equipm ent after 
the  in i t ia l  job was f in ish e d .  In private  indu s try , th is  pa rticu la r  con ­
s ide ra tio n  i s  not a fac to r .  After the econom ic life  of an a s s e t  is  o ver, 
m anagem ent is  not u su a l ly  concerned  w ith  the  manner in which th is  
a s s e t  i s  employed afte r  i t  has  been so ld  or returned  to  the  l e s s o r .
If the  Federal Government i s  v iew ed a s  an entire  u n i t ,  how ever, i t  
becom es apparen t th a t  in order to make a proper c o s t  a n a ly s i s ,
^The C ontro ller G eneral of the  United S t a t e s , Report to  the 
C ongress of the  United S ta te s  -  M anagem ent of Automatic Data 
P rocess ing  F a c i l i t ie s  in  the  Federal Government (W ashington, D . C . :
U . S . Government Printing O ffice , A ugust, 1965), p . 20.
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econom ic ob so le scen ce  m ust be considered  a s  i t  re la te s  to  the  entire  
s t ru c tu re ,  not ju s t  to  one component of th a t  s t ruc tu re .  This s t a t e ­
ment i s  not meant to  imply th a t  i t  is  a lw ays fe a s ib le  to  tran sfe r  used  
equipm ent from one agency  to  ano ther. Until a  few years  ago , how­
ever, l i t t le  a tten tio n  w as paid to the  p o ss ib i l i ty  of u til iz ing  computers 
in th is  manner.
It has now become apparen t th a t  th e se  two governmental
p ra c t ic e s ,  h ab itu a l  leas ing  and s ing le  agency u t i l iz a t io n ,  are  not
a lw ays the w is e s t  cou rses  of a c t io n .  The General Accounting Office,
w hich i s  an aud it  branch of the U. S. C o n g ress ,  h as  rep ea ted ly  is su e d
reports  highly c r i t ic a l  o f  the  Government1 s re lu c tan ce  to  buy computer
equipm ent. In August, 1965, a report w as i s s u e d  th a t  summarized
the ir  findings and recom mendations w ith  regard to  the u t i l iz a t io n  of
EDP equipm ent in  the  Federa l Government. Among other th in g s ,  th is
2
report recommended the  following s te p s ;
1. G reater u t i l iz a t io n  should be made of computer f a c i l i t ie s  
throughout the  various ex ecu tiv e  b ra n c h e s .  This plan would involve 
some sort of sharing  techn ique  whereby one agency  would acqu ire  the 
equipm ent th a t  w as no longer needed  by ano th e r .  If a program of th is 
sort i s  ever e ffec tive ly  p laced  in to  opera tion , the  purchasing  a l te rn a ­
tive  w ill  become more a t t r a c t iv e .  The reaso n  for th is  is  th a t  the
Îb id. , pp. 5 -1 5 .
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to ta l  u se fu l  life  of com puters to the Government is  likely  to in c rease  
beyond a th ree .to  s ix  year  period.
It  i s  pointed out in  Chapter V th a t ,  g iven  certa in  re la t io n sh ip s ,  
the p resen t va lue  c o s t  of lea s in g  is  g rea te r  than  th a t  of buying after 
about five  or s ix  y e a r s .  These re la t io n sh ip s  a re  fa irly  r e a l i s t i c  in 
th a t  they  rep re se n t  a c tu a l  figures u se d  by brokers and computer manu­
fa c tu re r s .  The monthly ren ta ls  are a ssum ed  to  be 1 /4 0th of the  to ta l  
pu rchase  p r ice , and th e  res idua l v a lu e  of the  a s s e t  a fte r  five years  
is  a ssum ed  to  be 20 per cen t of the o rig ina l am ount. Although the  c o s t  
a n a ly s is  developed  in  th i s  chapter igno res  income ta x e s ,  there  is  a 
c lo se  enough co rre la t ion  between th e s e  tech n iq u es  and the  ones 
developed  in C hap ter  V to  draw some c o n c lu s io n s .  The u t i l iz a t io n  
of computer f a c i l i t ie s  for a period of te n  y e a r s ,  for exam ple , i s  l ikely  
to  r e s u l t  in a lower re la t iv e  present v a lu e  c o s t  if  the  equipm ent is  
b o u g h t .
2 .  G reater a t ten t io n  should be paid to  th e  p o ss ib i l i ty  o f  tak ing  
advan tage  of la rge  p rice  reductions in  some of the  "older" equipm ent. 
This te rm , to  be su re ,  i s  a  re la tive  one s ince  i t  simply refe rs  to  the 
fa c t  th a t  a newer model h a s  come ou t on the  m arke t. In te res ting ly  
enough , the  re n ta ls  on th e s e  same com puters d id  not drop proportion­
a te ly .  Thus, u se rs  of the  equipment were faced  w ith the  s i tua tion  
of paying enorm ously  e x c e s s iv e  l e a s e  c o s ts  a s  compared to  th e  price 
th a t  th e  l e s s e e  would have  paid if he  had c h o sen  to  buy the  a s s e t .
As far a s  governmental ag en c ie s  were concerned , th is  inequity  
w as  compounded by the  fac t th a t  many of them opera ted  on a two and 
th ree  shift b a s i s .  S ince m eters were often p laced  on the m ach ines , 
a su b s ta n t ia l  amount of overtime charges w as  su s ta in e d .  To c i te  an 
exam ple, the  to ta l  l e a s e  outlay for one y e a r  on 'one particu la r  system  
w as more th an  the n e t  purchase  price of the  same sy s tem  after th e  
reduction  w as  taken in to  co n s idera tio n . On another computer, the  
average  year ly  ren ta l charge w a s  about 100 per cen t of the ne t p r ice .
I t i s  not re a l ly  n e c e ssa ry  to develop  a so p h is t ic a te d  c o s t  a n a ly s is  in 
order to show that le a s in g  has been  a trem endously  expensive  a l te rn a ­
t iv e  for some a g e n c ie s .  If i t  were merely assum ed  th a t  a t  the end of 
two years  th e  purchased  equipm ent would have  been d isp o sed  of, 
w ith  no re s id u a l  v a lu e ,  the government would s t i l l  have  been much 
be tte r  off, c o s tw ise ,  to  have bought the equipm ent.
3. More a tten t io n  should be given to  the m anner in which 
governm ent con trac to rs  acquire  the ir  computer f a c i l i t i e s .  These 
c o n tra c to rs ,  unlike governm ental a g e n c ie s ,  have no t followed the  
genera l trend  toward p u rch as in g .  One of the  rea so n s  for th is  
r e s i s ta n c e  l ie s  in the  fac t  th a t  p rac tica lly  a l l  le a se  c o s ts  incurred  
by the con trac to r are re im bursab le  on a g iven  jo b . Many of th e s e  jobs 
l a s t  only a short period of t im e , and it i s  e a s ie r  and  more conven ien t 
for the  company sim ply to ren t  the  n e c e s sa ry  equipm ent and th en  
can c e l  the  con trac t once  the p ro jec t h a s  been  com ple ted . In
122
c o n tra s t  to  th i s ,  the purchasing  a l te rn a t iv e  carries w ith  i t  the r e s p o n s i ­
b i l i t ie s  of ownership and the p o ss ib le  burden of d ispos ing  of machinery 
w ith  a re la tiv e ly  sm all r e s id u a l  v a lu e .  The factor of co n v en ien ce , how­
e v e r ,  i s  probably not th e  d e c is iv e  o n e . The Department of D efense  has 
a policy  of not reim bursing contrac tors  for any in te re s t  cost th a t  is  
a sc e r ta in e d  when the  computer equipm ent i s  p u rchased . Yet, the  
ren ta ls  on le a s e d  m achinery a lw ays con ta in  an in te re s t  e lem ent, and 
the  en tire  amount of th is  c o s t  i s  re im bursab le .  This apparen t in co n ­
s i s te n c y ,  coupled with the  uncer ta in ty  of many Government c o n tra c ts ,  
h a s  c au se d  most com panies to continue th e  practice of le a s in g .
The G eneral Accounting Office did not sp e c if ica lly  recommend 
th a t  a l l  con trac to rs  doing b u s in e ss  with the  Federal Government begin 
buying th e ir  computer equ ipm ent. The report that th ey  is su e d  did 
strongly  imply th a t  the  va rious  governm ental agenc ies  could , in  many 
c a s e s ,  buy th e  a s s e t  and  simply give i t  to  the con trac to r  for the  
duration  of the  p ro jec t .  When the  job i s  com plete , th e  Government 
w il l  s t i l l  own the computer and can  p o ss ib ly  make u s e  of it  e ls e w h e re . 
S ince  a l l  l e a s e  c o s ts  incurred  by con trac to rs  are re im bursable  anyway, 
and s ince  le a s e  c o s ts  ex ceed  purchase  c o s ts  after a few y e a rs ,  th is  
recom m endation would seem  to  have  some logic behind i t .  An in d i­
v idual a n a ly s is  for e a c h  s i tu a t io n  w ould , o f cou rse , be n e c e s s a ry .
If ,  for exam ple , the com parative  c o s ts  of leasing  and purchasing  were 
p ra c t ic a l ly  the  same over a g iven  con trac t  period, t h e  final d e c is io n
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might r e s t  on w hether the  increm ental c o s t  of relocating  the  equipment 
w as le s s  th an  the c a sh  flows and the  sa lvage  value  th a t  could be 
rea lized  from using the  a s s e t  somewhere e l s e .
This i s  an extrem ely hard com parison to  make. Not only is  it  
d iff icu lt  to  pinpoint m arginal c o s ts  within in te r -ag e n cy  opera tions , 
but i t  i s  m ean ing less  to  try to  compute c a s h  flow in some of the 
w ays in w hich  it  i s  t rad itio n a lly  done in commercial o p e ra t io n s .
W ith in  profit making e n te rp r is e s ,  th is  term refers  to  the  increm ental 
revenue th a t  can  be earned  through the employment of a particu lar 
a s s e t ,  l e s s  a l l  increm enta l e x p e n se s ,  e x ce p t  d ep rec ia tion , th a t  w ill 
be incurred through the  use  of th is  same a s s e t .  Since th is  so rt  of 
defin ition  i s  obviously  not ap p licab le  h e re ,  th e  c lo s e s t  approxima­
tion  to  th is  s i tu a t io n  is  the e x is te n ce  of es tim ated  c o s t  sav in gs  tha t 
might be genera ted  i f  a  computer is  transferred  to  a ce r ta in  depart­
m ent.
From the  s tan d p o in t  of the  con trac to r , the lea s in g  mechanism  
i s  indeed  d e s i ra b le .  The entire  c o s t  of equipm ent u sag e  can  be 
recovered , and a t the  same time a l l  ow nership burdens can be avo ided . 
There is  rea so n  to b e l ie v e ,  how ever, th a t  th is  advantage  may be 
sharp ly  cu rta iled  in  the  fu tu re . The G eneral Accounting Office recom ­
mended in  i t s  August, 1965 report tha t m easu res  be taken  to  find the  
m ost econom ical way th a t  con trac to rs  could obtain needed  computer 
f a c i l i t i e s .  On the  b a s is  of th is  s tudy , th e  Government should  then
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lim it i t s  re im bursem ent to  the minimum c o s t  th a t  cou ld  be a s c e r t a in e d ,  
r e g a rd le s s  of th e  o u t lay s  th a t  a re  a c tu a l ly  m ade by the  c o n tra c to r .
Based on many of the  s tu d ie s  made by the  G en era l  Accounting O ff ice ,  
i t  would  a p p e a r  th a t  pu rch as in g  i s  th e  c h e a p e r  a l te rn a t iv e  in  a g rea t  
m any c a s e s .
A COST ANALYSIS
There a re  s e v e ra l  fac to rs  th a t  make th e  le a s e  or p u rch a se  d e c i ­
s io n  for governm enta l a g e n c ie s  a l i t t le  d if fe re n t .  To beg in  w ith ,  th ere  
i s  no  ta x  c o n s id e ra t io n .  T h is , o f c o u rs e ,  i s  obv ious s in c e  th e re  i s  
no n e t  incom e on w hich  to  b a se  a ta x  l i a b i l i t y .  The q u e s t io n  of 
p re s e n t  v a lu e  i s  a ls o  an  in te re s t in g  o n e . The i l lu s t r a t io n s  in  
C h a p te rs  I I I ,  IV, and V, are  a l l  d e s ig n e d  to  make u s e  of an  "oppor­
tu n ity "  ra te  in  d isc o u n tin g  fu ture  c o s t s  and  c o s t  s a v in g s .  This ra te  
r e p re s e n ts  th e  p e rc en ta g e  re turn  th a t  cou ld  be  ea rned  i f  th e  funds 
w ere  em ployed in  an a l te rn a t iv e  p ro jec t  a t  th e  sam e r i s k .  The fu ture  
d o l la r  o u t la y s  are su b je c te d  to  th i s  minimum ra te  b e c a u s e  th e  a s s u m p ­
t io n  i s  made th a t  a l e s s e r  sum of money co u ld  be em ployed to  ea rn  an 
am ount su f f ic ie n t  to  pay  th e s e  p e riod ic  in c re m e n ts .
The c o s t  of o b ta in in g  th e  n e c e s s a r y  funds to  pay  for th e  u s e  of 
com puter equ ipm en t c a n  be m ea su re d  in  one  fa sh io n  by c a lc u la t in g  
th e  av erag e  in te r e s t  r a te  th a t  i s  pa id  on m arke tab le  o b l ig a t io n s  of 
th e  o u ts tan d in g  pub lic  d e b t .  In Ju ly , 1963, th i s  ra te  w as  3 .4 4  per
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c e n t .^  Today, i t  i s  probably  5 per c e n t  to 5 1 /2  per c e n t .  This figure 
re p re se n ts  both a c o s t  of c a p i ta l  and an  opportunity  r a te .  The 
Government must pay  th is  r a te  in order to  a t t r a c t  th e  c a p i ta l  th a t  i s  
n e c e s s a ry  to  f in an c e  need ed  f a c i l i t i e s .  At th e  sam e t im e , th is  amount 
c an  co n ce iv ab ly  be sa v ed  i f  th e  Government c h o o s e s  not to  make u se  
of the  computer equ ip m en t.  The in te r e s t  c o s t  can  a ls o  be postponed  
by adop ting  a f inan c ing  m ethod th a t  p o s tp o n e s  th e  monetary o u t la y s .
The u se  of th is  p a r t ic u la r  ra te  m ight be c h a l le n g ed  s in c e  s e c u r i ­
t ie s  a re  n o t  the  only  sou rce  of funds for the  Federa l Government,
S ince th i s  ra te  of in te r e s t  r e p re s e n ts  th e  av erag e  c o s t  th a t  the  Govern­
ment m ust pay for th e  p r iv ileg e  of m ain tain ing  th e  pub lic  d e b t,  how ­
ever, i t  seem s re a so n a b le  to  u s e  i t  ra th e r  than  sim ply  ignore the  c o s t  
of m oney. The G enera l Accounting O ffice  no ted  in  many of i t s  reports  
th a t  th e  va rious  a g e n c ie s  fa i le d  to  ta k e  any in te r e s t  fac to r  in to  co n ­
s id e ra t io n  when th e y  c a lc u la te d  the a l te rn a t iv e  c o s ts  of le a s in g  and 
b u y in g .
In C hapter V, the  tec h n iq u e s  for ev a lu a tin g  the  com puter f in a n c ­
ing  d e c is io n  a re  i l l u s t r a t e d . The only change th a t  should  be made 
here  i s  to  d e le te  th e  tax  sa v in g s  fe a tu re .  There i s  a ls o  no n eed  to
3
The C on tro lle r  G enera l of the  U nited S t a te s ,  Report to  the  
C on gress  of the  U n ited  S ta te s  -  U n n e c e ssa ry  C o s ts  Being Incurred 
Through the  L easing  of E lec tron ic  D a ta  P ro c ess in g  System s by the 
O pera ting  C o n trac to r ,  ARO, I n c . , Arnold Engineering D evelopm ent 
C en te r ,  Arnold Air Force S ta t io n , T en n e sse e  (W ash ing ton , D . C . :
U . S . Government Prin ting  O f f ic e , June, 1964), p .  6 .
126
d if fe ren t ia te  be tw een  b e fo re - ta x  and a f te r - t a x  p re sen t  va lue  c o s t s . A 
ra te  of 5 per c e n t  i s  u s e d  h e re .  The o ther r e la t io n sh ip s  th a t  a re  u se d  
in C hap te r  V a re  ca rr ied  over to  th e s e  a n a ly s e s .  The monthly l e a s e  
c o s t  i s  a ssu m ed  to  be l / 4 0 t h  of the  to ta l  p u rchase  price; a 15 per cen t 
m ain ten ance  fac to r  i s  su b tra c te d  from the period ic  re n ta ls ;  and the  
re s id u a l  v a lu e s  a re  a ssu m e d  to  be 35 per c e n t ,  20 per c e n t ,  and 10 
per cen t  of th e  to ta l  p r ice  a t  the  end of th ree ,  f iv e ,  and ten  y e a r s ,  
r e s p e c t iv e ly .
ILLUSTRATION XVIII 
Pu rchase  -  3 y ea rs
P re se n t
Year C o s t  Value @5%
P u rch ase  C ost 0 -$ 1 0 0 ,0 0 0 -$ 1 0 0 ,0 0 0
R esidua l Value 3 + 3 5 ,0 0 0 + 30 ,125
-$  69 ,875
Lease -  3 y e a rs
P re se n t
Year C o s t Value @ 5%
L ease  Payment 1 -$ 2 5 ,5 0 0 -$ 2 4 ,2 5 5
L ease  Payment 2 -  25 ,50 0 -  23 ,072
L ease  Paym ent 3 -  25 ,5 0 0 -  21 .948
-$ 6 9 ,2 7 5
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Purchase  -  5 years
Purchase  Cost 
Residual Value
5 Lease Payments 
@ $25 ,500  Each
Purchase  C ost 
Residual Value
10 L ease  Payments 
@ $25 ,500  Each
Year C ost
P resen t 
Value @5%
0 -$100 ,000 -$100 ,000
5 + 20 ,000 + 15,576
-$ 84 ,424
Lease - 5 years
Year C ost
P resen t 
Value @ 5%
1-5 -$ 1 27 ,5 00 -$112 ,809




0 -$10 0 ,000 -$ 100 ,000
10 + 10,000 + 6,065





1-10 -$ 25 5 ,0 0 0 -$200 ,665
The above a n a ly s is  seem s to  ind ica te  tha t  the  "breakeven" point 
occurs a t  the end of about th ree  y e a r s ,  a s  co n tra s ted  w ith  the  i l lu s t r a ­
tions  in Chapter V th a t  show lea s in g  to  have the lower c o s t  for periods 
up to  about five or s ix  y e a r s .  It should be pointed ou t, however, that 
th e s e  figures are only rough approx im ations. The rea so n  for th is  is  tha t
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th e  v a r ia b le s  forming the underlying b a se  for th e se  figures are  a lso  
rough approx im ations. This i s  true of a l l  the ca lcu la tio n s  th a t  are 
shown in th is  s tudy . There i s  an e sp e c ia l ly  strong need to  point out 
th is  fac t here  in th is  section  b ecau se  the  methods u se d  are probably 
su b je c t  to  other c h a l le n g e s .
D esp ite  the uncerta in  na ture  of some v a r ia b le s ,  the a n a ly s is  
seem s c le a r ly  to imply that e x c e s s iv e  le a s e  c o s ts  w ill  be incurred by 
th e  Government if th e  rented fa c i l i t ie s  are  used  for more than  three  or 
four y e a r s . There seem s to  be  no q u es tion  at a l l  but that the  le a se  
c o s t s  w il l  be enormously h igher than the  ownership co s ts  if one com­
puter is  kep t for an  e ight to te n  year len g th .
ANOTHER METHOD OF COMPUTING RELATIVE COSTS
The General Accounting Office u se d  another type of evaluation  te c h ­
nique when i t  i s s u e d  the  various reports  c r i t ic iz ing  the lea s in g  p o lic ies  of 
ce r ta in  Government a g e n c ie s .  This technique  d id  not employ the p resen t 
v a lu e  co n cep t as  su c h ,  but m erely added an in te re s t  fac tor to  the to ta l  
c o s t  th a t  would be a sc e r ta in e d  under each  a lte rna tiv e  financing  arrange­
m ent. This factor i s  the sam e one th a t  is  u sed  in the  preceding sec tio n  
of th is  ch ap te r ,  and  rep re se n ts  the average  c o s t  of carrying the  m arketable 




Purchase  -  3 years
Purchase C ost $100,000
In te re s t  on Purchase  C ost -  5% for 3 y e a rs  15 ,000
Cost of M ain tenance  -  3 y e a rs  @ $4 ,500  a year 13,500
In te re s t  on M ain tenance  C o s t  -  5% for 3 years 
($4,500 x .05  x 3; $4 ,500  x .05 x 2;
$4 ,500 x . 05} 1 ,350
$129,850
Less Residual Value -  35% of C ost 35 ,000
Net Purchase  C o s t  $ 94 ,850
Lease -  3 years
Lease C ost  -  $2 ,5 00  a month for 36 months $ 90 ,000
In te re s t  on L easing  C ost -  3 x .05 of the
average  c o s t  of $45 ,000  6 ,750
$ 96 ,750
Purchase -  5 years
Purchase  C ost $100,000
In te re s t  on Purchase  C ost -  5% for 5 y ea rs  25 ,000
C ost of M ain tenance  - 5 y ea rs  @ $ 4 ,u00  a year  22 ,500
In te re s t  on M ain tenance  C o s t  -  5% 3, 375
$150,875
Less Residual Value -  20% of Cost 20 ,000
Net Purchase  C o s t  $130, 875
Lease -  5 years
Lease C ost -  $2 ,500  a month for 60 months 
In te re s t  on Leasing  C ost -  5 x  .05 of the 





Although the  final f igures  are different from those  arrived a t  in 
the previous s e c t io n ,  the in te rp re ta tion  of the re su l ts  are no t. If the 
computer is  u sed  by an agency  for a period of tim e no longer than  three 
y e a rs ,  the re la t iv e  c o s ts  appear  to be about the  sam e. In th is  c a s e ,  
the  d e c is io n  would probably depend upon a ll  the various in tangib le  
cons idera tions  th a t  u su a l ly  go into th is  type of a c q u is i t io n .  There is  
one in tangib le  considera tio n  tha t  i s  l ike ly  to carry  le s s  weight here 
than i t  would carry  i f  the f inancing d ec is io n  w as being made for a p rofit-  
making e n te rp r is e . Since the  ba lance  sh ee t of a governm ental agency 
does not have the  trad itio na l  meaning th a t  a commercial ba lance  sh e e t  
h a s ,  the  question  of cap ita l iz in g  le a s e  con trac ts  bears  l e s s  im portance . 
In the c a se  of com puters , the  d isc u ss io n  would have l i t t le  re lev an ce  
anyw ay, s ince  most ren ta ls  are paid on a month to month b a s i s .  Even 
in th e s e  s i tu a t io n s  where a f inan c ia l  le a se  is  nego tia ted  for the u se  
of computer f a c i l i t i e s ,  there  is  l i t t le  advantage  afforded the  l e s s e e .
The s ta tem en ts  are  not subm itted to a f inanc ia l in s t i tu t io n  for the  
purpose of supporting a lo an .
If the  contem pla ted  u se  of computer equipment is  expec ted  to  
extend beyond th ree  or four y e a r s , i t  appears a lm ost ce r ta in  tha t  l e a s ­
ing w il l  re su l t  in  a g rea ter  c o s t  to  th e  agency . The p re sen t  va lue  
approach  is  p referable  s ince  i t  seem s reasonab le  to assu m e  th a t  even  
in governm ental opera tions there  is  a t im e-v a lu e  to  money. However, 
the poin t is  not a c r i t ic a l  one a s  i t  perta ins  to  the data  p resen ted  in
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th is  ch ap te r .  The ab sen ce  of any tax  cons idera tio ns  c a u se s  the  p rac tica l  
aggregate  re su l ts  to be abou t the sam e.
SUMMARY
The EDP problems th a t  Federal Government a g en c ie s  are faced  with 
are enorm ous, perhaps ev en  more d iff icu lt  and complex than  the ones 
with which private  ind us try  are confronted . Not only must th e se  o rg an iza ­
tions  dec ide  which f inancing  a lte rna tiv e  is  l e s s  ex p en s iv e , but they 
must a ls o  co n s id e r  carefu lly  the p o ss ib i l i ty  of any u t i l iza tio n  of the 
equipm ent beyond the orig inal pro ject l i f e .  These p ro jec ts  often end 
very abrup tly , and the p o ss ib i l i ty  of th is  occurrence  c re a te s  u n c e r ta in ty  
a s  w e l l .
D esp ite  the  d iffe rences  th a t  e x is t  be tw een  profit and non-profit  
e n te rp r is e s ,  however, th e re  are common d e c is io n  e lem ents  tha t they 
both must c o n s id e r .  A c o s t s  a n a ly s is  should be made b a sed  on the  e s t i ­
mated time period that th e  equipment w ill be n e ed e d . There could 
conce ivab ly  be sev era l  su c h  e s t im a te s .  On the  b a s is  of t h i s ,  the  
agency  should then  dec ide  whether there  are in tang ib le  considera tio ns  
th a t  override the  re su l ts  of the q u an ti ta t iv e  a n a ly s i s .  As the cost 
sp read  becom es larger be tw een  th e  two financing  a l te rn a t iv e s ,  the 
burden of proof becomes g rea te r  on the organ iza tion  to  show tha t  o ther 
fac to rs  are  more im portan t. W ithin the  Federal Government, the  q u e s ­
tion  of to ta l  u t i l iza tio n  of computer fa c i l i t ie s  i s  a big co n s id e ra tio n .
If some type  of c e n tra l  m anagem ent can e ffec tive ly  accom plish  
th is  goa l and ex tend  the  to ta l  u se fu l  life  of com puters to  about e igh t 
or ten  y e a r s ,  th en  the  em p hasis  w ill  d e fin i te ly  change to  buying.
This s i tu a t io n  could  be a l te re d ,  of c o u rse ,  if  th e  equipm ent manu­
fac tu re rs  lower the  pe rcen tage  th a t  the  monthly re n ta ls  bear to the  
pu rchase  p r ic e .  One p a rt icu la r  com pany, in an a ttem pt to improve i ts  
r e n t a l - s a l e s  mix, has  s tre tch ed  out i t s  l e a s e  paym ent sch ed u le  beyond 
the  custom ary  36 to  60 month period . Rental com panies  th a t  buy the 
equipm ent from the  m anufacturer and l e a s e  i t  to  the  u s e r ,  a ls o  seem  to  
have in c re a se d  in  num ber. T hese com panies  u su a l ly  a llow  a s low er 
am ortiza tion  of the  a s s e t  c o s t .  Although the  to ta l  in te re s t  paid  to  
firms of th is  type  is  l ike ly  to  be more than  th e  amount th a t  would have 
been  paid  to th e  o rig inal maker of the  com puter, th e  ex tended  ren ta l  
s c h ed u le  w ill  n e v e r th e le s s  in c re a s e  the  a t t r a c t iv e n e s s  of l e a s in g .
As long a s  the re n ta l -p u rc h a s e  pe rcen tage  re la t io n sh ip  s ta y s  about 
2 or 2 1 /2  per c e n t ,  how ever, i t  i s  hard  to  s e e  how the  Federa l 
Government w il l  do anyth ing  o ther than  con tinue  the  trend  toward 
p u rc h a s in g .
CHAPTER VII
SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS
Since  th e  p rac t ic e  of le a s in g  f i r s t  c am e  in to  prom inence se v e ra l  
y e a r s  a g o ,  the  l a t e s t  l i te ra tu re  h a s  been  re p le te  w ith  d i s c u s s io n s  on 
how b u s in e ssm e n  could so lv e  the  p e rp lex ing  problem of c a p i ta l  a s s e t  
f in a n c in g .  The e a s e  w ith  w hich  co m pan ies  m ade th e ir  product a v a i l ­
a b le  for ren ting  he lped  to  c a u se  a n  in i t ia l  sw ing tow ard  le a s in g  
im m edia te ly  a f te r  the  end  o f  W orld W ar II . The v a rio u s  com peting  needs  
for c a p i ta l  made the  l e a s in g  a l te rn a t iv e  a seem ing ly  a t t r a c t iv e  o n e .  
C om pared  w ith  a c a s h  p u rc h a se  or a lo an ,  th e  m ethod of le a s in g  p re ­
s e n te d  th e  fo llow ing a p p a re n t  a d v a n ta g e s :
1. I t  a llo w ed  th e  l e s s e e  th e  u s e  of th e  a s s e t  for a s  long a s  he 
d e s i r e d  w ith o u t having to  bear  the  burdens o f o w n e rsh ip .  No d e ta i l  
reco rd  k eep ing  or d i s p o s a l  problem w as  in v o lv e d .  If an  opera ting  
l e a s e  had  b e en  n e g o t ia te d ,  the  l e s s e e  cou ld  u s u a l ly  c a n c e l  th e  co n ­
t r a c t  upon sh o rt  n o t ic e .  If a f in a n c ia l  l e a s e  had  been  w r i t te n ,  the  
l e s s e e  w as  s t i l l  no w orse  off in  th i s  r e s p e c t  th an  he  would h ave  been  
i f  he had in cu rred  a lo n g - te rm  l ia b i l i ty  for th e  p u rch a se  of th e  p roperty .
2 . The re n ta ls  r e p r e s e n te d ,  for the  m ost p a r t ,  a c o n v en ien t  way 
of paying  for the  u se  of th e  a s s e t  th rough  p re d ic ta b le ,  p ack a g ed  c o s t s .  
In  th e  c a s e  of th e  o p e ra tin g  l e a s e ,  th e  p e r io d ic  re n ta ls  u s u a l ly  inc luded  
su c h  ow nersh ip  c o s ts  a s  t a x e s ,  m a in ten a n ce  and  in s u ra n c e .
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3. The ren ta ls  were fully  tax  deductib le  a t  the time the  payments 
were m ade. This meant th a t  w ithin abou t a y ears  tim e, the  l e s s e e  could 
expect a d irec t and quick ta x  benefit from the c a s h  outlays th a t  he had 
m ade. If the  a s s e t  had been purchased  for c a s h ,  the  buyer would have 
to  w ait for a longer period of time before the en tire  c o s t  of the fac il i ty  
could be w ritten  off. The l e s s e e  could a lso  avoid the p o ss ib le  com pli­
ca tions  of having to  ju s t ify  to  the In te rna l Revenue Department the 
length  of the  es tim ated  u se fu l  life for tax  pu rposes .
4. The l e s s e e  a lso  had the  apparen t advantage  of being ab le  to 
"free" h is  cap ita l  for other u s e s .  In th e  c a se  of a c a sh  p u rch ase , the  
en tire  amount of funds would be tied  up im m ediate ly . Even a loan 
would, under many c irc u m sta n ce s ,  require  the  immediate down pay­
ment of a t  l e a s t  10 per cen t  of the orig inal purchase  p r ice .
5. A le s s e e  w as not sub jec t  to  a s  severe  a penalty  in  bank­
rup tcy . Although th is  advan tage  seem ed to em phasize  a neg ativ e  
a sp e c t  of f inanc ing , i t  w as and s t i l l  i s  u sed  a s  a se lling  po in t by 
leas ing  a d v o c a te s .
6. Since t i t l e  to the  a s s e t  did not pass  to  the l e s s e e ,  he w as 
not required  to  show the  future ren ta l  ob liga tions  of long-term  le a s e s  
in h is  b a lan ce  s h e e t .  Such long-term  le a s e s  did  not u su a l ly  r e s t r ic t  
the l e s s e e  from engaging in  borrowing. This afforded the  l e s s e e  the 
priv ilege of using  h is  regu lar commercial c red it  and a t  the same time 
renting  an  apparen tly  unlim ited do llar  amount of f a c i l i t ie s .
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In the la t te r  part of the 1950s, however, a r t ic le s  began to  appear 
in the  l i te ra tu re  question ing  the  re la t iv e  v a lu e  of le a s in g .  The authors 
conceded the point th a t  renting  re l iev ed  the  u s e r  of th e  burden of 
ownership and p resen ted  to  the l e s s e e  a s e r ie s  of conven ien t, 
packaged c o s t s .  They a l s o  pointed out th a t  in  many c a s e s ,  perhaps 
even most c a s e s ,  these  p riv ileges  carried  a higher do lla r  c o s t .  Not 
only w as the in te re s t  ra te  higher over a g iven  time period , but i f  the 
a s s e t  was u se d  for more than  ju s t  a few y e a r s ,  the  to ta l  dollar outlay 
w as a ls o  like ly  to  be more than i t  would have  been  i f  the  f a c i l i t ie s  had 
been pu rchased .
The reporting p rac tice  tha t a llow ed f in an c ia l  l e a s e s  to be omitted 
from the  formal accoun ts  in  the f in an c ia l  s ta tem en ts  a ls o  came under 
c r i t ic ism . Several su rveys taken  among b u s in essm en  and f inanc ia l  
ex ecu tives  revea led  th a t  more a tten t io n  w as paid to th e  d e ta i ls  of 
lea s in g  con trac ts  than w as orig inally  though t. Some financ ia l  in s t i ­
tu tions  even w ent so far a s  to p lace  these  l e a s e s  in the  same category 
a s  long-term  d e b t .  The S ecu rit ie s  and Exchange Commission for years 
had added a portion of l e a s e  re n ta ls  to  in te re s t  ex pense  in order to 
t e s t  the  adequacy  of fixed charge c o v e ra g e .
W ithin the  la s t  few y e a rs ,  many accoun tan ts  have  advoca ted  
the "cap ita l iz in g "  of l e a s e  ob liga tions  in the  f inanc ia l  s ta te m e n ts .  
Although th is  p roposal has  not b e en  genera lly  adop ted , there seem s to
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be l i t t le  q u es tio n  but th a t  the ov e ra ll  view of f inanc ia l l e a s e s  h as  
changed  cons id erab ly .
THE APPROACH TO THE DECISION
Although lea s in g  i s  s t i l l  a popular f inanc ing  d e v ic e ,  i ts  d raw ­
b a ck s  are now more genera lly  recogn ized  th an  they w ere in previous 
y e a r s .  The proper conditions under which th is  method should be u sed , 
how ever, a re  s t i l l  a m atter  of w ide con troversy . The following p a ra ­
g raphs  conta in  what i s  considered  by the au thor to be the proper 
m ethodology.
There i s  no one answ er to th e  question  of which financing method 
should  be u s e d  to  acqu ire  the u se  of needed cap ita l  a s s e t s .  The 
problem should  only be approached by s ta tin g  the  v a rious  cond itions 
under which i t  would ap p ea r  the t one method is  preferable  to ano the r .  
The following s tep s  should  be ta k e n  before any d e c is io n  is  reached:
1. A c o s t  study sim ilar to  those  i l lu s t ra te d  in  Chapters III and 
IV should be m ade, u s in g  factors which tak e  into considera tion  the  
t im e-v a lu e  of money. It might ev en  be fe a s ib le  to in i t ia te  se v e ra l  
c o s t  s tu d ie s ,  particu la rly  if some of the v a r ia b le s  are  sub jec t  to  a 
w ide range of opinion. For exam ple, the es tim ated  l ife  of the a s s e t  
or the  pro ject might be co ns idered  to  re s t  in  the five to  eight y e a r  
ra n g e .  In th i s  s i tu a t io n ,  severa l c o s t  s tu d ie s  could be made, with 
e a c h  study assum ing  a d ifferent a s s e t  l i f e .  A probability  fac tor 
cou ld  a lso  be a ttach ed  to  each  e s t im a te .
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2 . The study referred  to  above should  be backed up by some 
so rt  of cap i ta l  budgeting  fe a s ib i l i ty  study  th a t  show s th e  p ro fitab ility  
of making u s e  of th is  a s s e t  for a c e r ta in  period of t im e . The method 
for doing th is  i s  d i s c u s s e d  in C hap te r  II, and th e  rea so n  why th is  
s tudy  should be made f i r s t  i s  d i s c u s s e d  in  C hap te r  III.
3 . The com pleted  c o s t  s tudy  or s tu d ie s  should  then  be u se d  a s  a 
guide in  he lp ing  m anagem ent d ec id e  w hether to: (a) buy the  a s s e t  for 
c a s h ,  (b) buy th e  a s s e t  w ith  the u s e  of borrowed fu n d s , or (c) l e a s e  
the  a s s e t .  Additional judgm ent w il l  then  have  to  be employed in  order 
to ev a lu a te  the  re la t iv e  w eigh t and  m erits of e a c h  o f the " in tang ib le"  
c o n s id e ra t io n s .  If an opera ting  l e a s e  i s  con tem pla ted  on the  u se  of a 
com puter, for exam ple , m anagem ent w ill  w ant to  c o n s id e r  the
t
a d v a n ta g e s  of being  ab le  to  c an c e l  th is  l e a s e  even  though they  may 
rea so n a b ly  e x p e c t  to  u s e  the  equipm ent for s ix  or se v en  y e a r s .  If a 
f in a n c ia l  l e a s e  i s  being c o n s id e re d ,  m anagem ent should  remember th a t  
u n der  current reporting p ra c t ic e s  th is  l e a s e  do es  not have  to  be shown 
a s  a l ia b i l i ty  in  the  f in an c ia l  s ta te m e n ts  u n le s s  i t  r e p re s e n ts ,  in  
e s s e n c e ,  an  in s ta l lm e n t  p u rc h a se .
The follow ing c o n s id e ra t io n s  are gen e ra l ly  a p p lica b le  to  the 
f inanc ing  of any  dep rec iab le  a s s e t :
1. The c o s t  s tudy  i s  l ik e ly  to  favor pu rchasing  if the u s e  of the
I
a s s e t  i s  ex p ec ted  to  ex tend  beyond ju s t  a few y e a r s .  As w as shown in 
C h ap te r  IV, th i s  w ill  be true  un der c e r ta in  c irc u m s ta n ce s  even  i f  the
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a s s e t  in  q u e s t io n  is  exp ec ted  to have l i t t le  or no re s id u a l  v a lu e .  The 
re a so n  for th is  i s  tha t  the a s s e t  w ill be "paid  for" through re n ta ls  after 
a r e la t iv e ly  sho rt  period of t i m e .
2 . The " in tang ib le"  c o n s id e ra t io n s 'w i l l  u su a l ly  favor le a s in g .
In f a c t  two of th e s e  c o n s id e ra tio n s  are  m entioned on the  p rev ious page . 
These po in ts  h ave  probably b e en  overem phasized  in  re la tion  to  the 
re la t iv e  b e n e f i ts  of ren ting  a n d  p u rch as in g .  H ow ever, th e se  ad v an tag es  
do e x i s t ,  and in  some c a s e s  th ey  probably re p re se n t  the  only argum ents 
in favor of l e a s in g .
The fo llow ing c o n s id e ra tio n s  are g enera lly  ap p licab le  to  the  
f inanc in g  of com puters:
1. If ,  a f te r  making a thorough a n a ly s i s ,  the  company com es to 
the  c o n c lu s io n  th a t  the com puter w ill  probably be u s e d  three  y e a rs  or 
l e s s ,  le a s in g  i s  l ike ly  to  be th e  be tte r  a l te rn a t iv e .
2 . If an  a n a ly s is  le a d s  the company to  the  c o n c lu s io n  th a t  the 
com puter w ill  probably be u s e d  for more than  s ix  y e a r s ,  purchasing  is  
l ik e ly  to  be th e  b e tte r  a l te rn a t iv e .  It i s  a l s o  p o s s ib le  in th is  s i tu a t io n  
th a t  some type  of borrowing might provide a low er aggregate  c o s t  than  a 
s t ra ig h t  c a s h  p u rc h a se .  The company could  s t i l l  r e ta in  a l l  of the  
ad v a n ta g e s  of ow nersh ip , su c h  a s  a c c e le ra te d  d e p re c ia t io n ,  an d  could 
a l s o  pay a low er in te re s t  c o s t  than i t  would have  had  to pay i f  i t  
l e a s e d  the  a s s e t .  Many of th e  computer m anufacturers  offer de fe rred -  
payment p u rch a se  p lan s .
3 . The point a t  w hich  the in tan g ib le  c o n s id e ra tio n s  are  l ik e ly  
to becom e a s ig n if ican t  fac tor occu rs  w hen th e  contem plated  u s e  of 
the  com puter fa l l s  w ith in  the  four to  s ix  year  r a n g e . It i s  g en era lly  
w ith in  th is  period th a t  the  computer becom es "paid  fcr " through 
r e n ta l s .  Therefore , i t  i s  ex trem ely  im portant th a t  m anagement w eigh  
very  carefu lly  a l l  of the  "judgm ent" v a r ia b le s  and und ers tand  a l l  of 
the  b e n e f i ts  th a t  i t  i s  e n ti t le d  to ,  su ch  a s  a c c e le ra te d  d e p re c ia t io n .  
It m ight even  be w ise  to  in i t ia te  se v e ra l  c o s t  s tu d ie s ,  each  b a se d  on 
s e v e ra l  a ssu m ptions  of what the  opportunity  ra te  could b e .
There i s  no "answ er"  a s  to  w hich  financ ing  p lan  is  b e t te r ,  but 
the  m ethodology d i s c u s s e d  in th is  study  should  a id  b u s in essm en  in  
he lp ing  to  arrive  a t  a more informed d e c is io n .
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GLOSSARY OF TERMS
1. C ap ita l  A sse t -  As used  in th is  s tudy , th is  term refers to  what
accoun tan ts  genera lly  c a l l  fixed a s s e t s .  This; inc ludes su ch  items 
a s  lan d , build ings and m achinery . The term i s  a lso  u sed  in  a 
narrower s e n se  in th is  s tudy  to refer to  certa in  a s s e t s  w h ich , by 
law , qualify for cap ita l  g a in s  tax  treatm ent upon sa le .
2 • C ap ita l  Budgeting -  In a broad s e n s e ,  the planning of a com pany 's 
n eed s  for future productive fa c i l i t ie s ;  the determ ination of the 
fea s ib i l i ty  of a proposed p ro jec t.
3. C ap ita liz ing  Lease O bligations -  The recording of the l e a s e  rights 
of f inanc ia l l e a s e s  as  a s s e t s  in the ba lance  s h e e t ,  and the  record­
ing of the  re la ted  lea se  ob liga tions  a s  l ia b i l i t ie s  in the ba lance  
s h e e t .  The periodic  re n ta ls  are then  shown, in  part, a s  in te res t  
ex p en se ,  and , in part, a s  a reduction  of the l ia b i l i ty .  The a s s e t  
is  am ortized.
4 . C ash  Flow -  The estim ated  increm ental revenues  genera ted  by the 
use  of an a s s e t ,  l e s s  a ll  of the increm ental c o s t s ,  ex cep t  depre­
c ia t io n ,  genera ted  by the u se  of th a t  same a s s e t .
5. Computer Hardware -  The a c tu a l  computer m achinery, i t s e l f .
Computer Software -  Programming a id s ,  sy s tem s s tu d ie s ,  te c h ­
n ica l  manpower a s s i s t a n c e .  Software has often  been c la s s i f ie d  
a s  "everything connected w ith the computer opera tions ex cep t 
the ha rd w are . "
7. C ost of C ap ita l  -  The long-term  c o s t  of acquiring  the n e c e ssa ry  
funds to  conduct the b u s in e s s .  It i s  considered  by most writers 
to rep resen t some type of weighted average  c o s t  of debt and 
equity  fu n d s .
8- Economic Life -  The e s t im ated  duration of the  earnings stream  
a sso c ia te d  w ith  the a cq u is i t io n  of the  se rv ice s  of a particu lar  
a s s e t  or group of a s s e t s .
9. E xcess P resen t Value M ethod -  The com parison of the purchase  
price of an a s s e t  with the  estim ated  p resen t v a lu e  of a stream  
of c a s h  f lo w s .
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10. F inancial Lease -  A long-te rm , n o n -can ce lab le  l e a s e .  In many 
c a se s  the  inc iden ta l  co s ts  a re  borne by the l e s s e e  so th a t  he is 
acting in a qu as i-o w n ersh ip  c ap a c i ty ,
11. Fu ll-M ain tenance  Lease C ontrac t -  Operating and  inc iden ta l  costs  
are borne by the le s so r .
12. General Accounting Office -  A Federal L eg is la tive  Governmental 
audit u n it  tha t reports  d irec tly  to the  C ongress of the U nited  
S ta te s .  Its  primary function i s  to conduct au d its  of va riou s  
Executive Governmental A gencies and  report th e  re su l ts  of i ts  
findings to  The C ongress .
13. Lease -  A co n trac t betw een two p a rt ies  that c a l l s  for one party, 
the l e s s o r ,  to  re linqu ish  th e  use  of h is  property to  ano ther party, 
the l e s s e e ,  in return  for a spec if ied  fixed or v a r iab le  sum of 
m oney.
14. N e t-L ease  C ontract -  O perating and inc iden ta l  c o s ts  a re  borne by 
the l e s s e e .
15. Operating Lease -  A period by period c a n c e l la b le  l e a s e .  In many 
c a s e s  the  in c id en ta l  c o s ts  of ownership are pa id  by the  le s so r  and 
"packaged" to  the  le s se e  a s  part of the  r e n ta ls ,
16. Opportunity Rate -  The ra te  of return th a t  could be earned by a 
company if  i t  inv es ted  i ts  funds in a n  a lte rn a tiv e  pro ject of the 
same r i s k .
17. P u rchase-Q p tion  Feature -  A feature of a le a s e  th a t  c o n ta in s  pro­
v is io n s  allowing the  l e s s e e ,  under certa in  co n d it io ns , to  purchase 
the property . This arrangem ent is  som etim es ca l le d  a L e a se -  
Option c o n tr a c t .
18. P resen t Value C o s t  -  T oday 's  dollar equ iva len t  of a sum or a se ries  
of sums of money e ither  due  or payable  in the fu ture.
19. Sale and L easeback  -  An arrangem ent whereby an  owner s e l ls  his 
property to  an o ther  party and  then l e a s e s  back  the  same property 
from th a t  party . The s e l le r  becom es the  l e s s e e ,  and th e  buyer 
becomes the l e s s o r .
20 . Section 1231 A sse ts  -  D eprec iab le  a s s e t s  th a t  can  be so ld ,  and, if  
certa in  cond itions  are m et, any net ga in  on s a le  of a s s e t s  of th is  
type w ill be taxed  a t  a 25 per cen t r a te ,  and a n y  net l o s s  on sa le  
of a s s e t s  of th is  type w ill  be t rea ted  a s  an ordinary l o s s .
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21. Technological Life -  The time period between the  in troduction of 
an a s s e t  and the  point in  time when another a s s e t  is  in troduced 
that can  do a particu la r  function tech n ica l ly  be tter  than  the  orig inal 
a s s e t .
22 . Time-Adjusted Rate of Return Method -  The ca lcu la tio n  of a ra te  of 
return th a t  equ a tes  the purchase  price  of an  a s s e t  and the p resen t 
value of an estim ated  stream  of c a sh  flows th a t  g enera te s  from th e  
u se  of th a t  a s s e t .
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